j BIRLA CENTRAL LIBRARY 

I * PILAKfl (Raj ant baits}, 

j Cless No;. 3 3 0,/ 

1 8®°'' No:« ^2. 

' Accession No> ^ J ^ ^ | 

0 






affnetr & QUarx 600(1^0 


XXXI 


RISK, UNCERTAINTY, AND PROFIT 





BISK, UNCERTAINTY 
AND PROFIT 

BY 

FRANK H. KNIGHT, Ph.D. 

ASSOCIATE PBOFESSOB OP ECONOMICS IN THE STATE UNIVEBSITT 
OP IOWA 



BOSTON AND NEW YORK 

HOUGHTON MIFFLIN COMPANY 

Wft Cambdtiae 


COPYRIGHT, Ipai, BY HART, SCHAFFNSR A MARX 

ALL RIGHTS RESERVED INCLUDING THE RIGHT TO REPRODUCE 
THIS BOOK OR PARTS THEREOF IN ANY FORM 



PREFACE 


This series of books owes its existence to the generosity of 
Messrs. Hart, Schaffner & Marx, of Chicago, who have 
shown a special interest in trying to draw the attention of 
American youth to the study of economic and commercial 
subjects. For this purpose they have delegated to the un- 
dersigned committee the task of selecting or approving of 
topics, making announcements, and awarding prizes an- 
nually for those who wish to compete. 

For the year ending June 1, 1917, there were offered: 

In Class A, which included any American without re- 
striction, a first x)rize of $1000, and a second prize of $500. 

In Class B, which included any who were at the time 
undergraduates of an American college, a first prize of $300, 
and a second prize of $^^00. 

Any essay submitted in Class B, if deemed of sufficient 
merit, could receive a prize in Class A. 

The present volume, submitted in Class A, was awarded 
second prize in that class. 

J. Laurence Laughlin, Chairman 
University of Chicago 

J. B. Clark 

Columbia University 

Henry C, Adajvis 

University of Michigan 

Edwin F. Gay 

N.Y. Evening Post 

Theodore E. Burton 

New York City 




AUTHOR’S PREFACE 

There is little that is fundamentally new in this book. It 
represents an attempt to state the essential principles of 
the conventional economic doctrine more accurately, and 
to show their implications more clearly, than has previ- 
ously been done. That is, its object is refinement, not re- 
construction; it is a study in ‘‘pure theory.” The motive 
back of its presentation is twofold. In the first place, 
the writer cherishes, in the face of the pragmatic, philistine 
tendencies of the present age, especially characteristic of 
the thought of our own country, the hope that careful, 
rigorous thinking in the field of social problems does after 
all have some significance for human weal and woe. In the 
second place, he has a feeling that the ^‘practicalism” of 
the times is a passing phase, even to some extent a pose; 
that there is a strong undercurrent of discontent with loose 
and superficial tliinking and a real desire, out of sheer in- 
tellectual self-respect, to reach a clearer understanding of 
the meaning of terms and dogmas which pass current as 
representing ideas. For the first of these assumptions a few 
words of elaboration or defense may be in place, in antici- 
pation of the essay itself. 

The ‘‘practical ” justification for the study of general eco- 
nomics is a belief in the possibility of improving the qual- 
ity of human life through changes in the form of organiza- 
tion of want-satisfying activity. More specifically, most 
projects of social betterment involve the substitution of 
some more consciously social or political form of control for 
private property and individual freedom of contract. The 
assumption underlying such studies as the present is that 
changes of this character will offer greater prospect of pro- 
ducing real improvement if they are carried out in the light 
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of a clear understanding of the nature and tendencies of 
the system which it is proposed to modify or displace. The 
essay, therefore, endeavors to isolate and define the essen- 
tial characteristics of free enterprise as a system or method 
of securing anddirectingcooperative effort in a social group. 
As a necessary condition of success in this endeavor it is 
assumed that the description and explanation of phe- 
nomena must be radically separated from all questions 
of defense or criticism of the system under examination. 
By means of first showing what the system is, it is hoped 
that advance may be made toward discovering what such 
a system can, and what it cannot, accomplish. A closely 
related aim is that of formulating the data of the problem of 
economic organization, the unchangeable materials with 
which, and conditions under which, any machinery of or- 
ganization has to work. A sharp and clear conception of 
these fundamentals is viewed as a necessary foundation for 
answering the question as to what is reasonably to be ex- 
pected of a method of organization, and hence of whether 
the system as such is to be blamed for the failure to achieve 
ideal results, of where if at all it is at fault, and the sort 
of change or substitution which offers suflScient chance for 
improvement to justify experimentation. 

The net result of the inquiry is by no means a defense of 
the existing order. On the contrary, it is probably to em- 
phasize the inherent defects of free enterprise. But it must 
be admitted that careful analysis also emphasizes the fun- 
damental diflSculties of the problem and the fatuousness 
of over-sanguine expectations from mere changes in social 
machinery. Only this foundation-laying is within the scope 
of this study, or included within the province of economic 
theory. The final verdict on questions of social policy 
depends upon a similar study of other possible systems of 
organization and a comparison of these with free enterprise 
in relation to the tasks to be accomplished. This one “con- 
clusion” may be hazarded, that no one mode of organiza- 
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tion is adequate or tolerable for all purposes in all fields. 
In the ultimate society, no doubt, every conceivable type of 
organization machinery will find its place, and the problem 
takes the form of defining the tasks and spheres of social 
endeavor for which each type is best adapted. 

The particular technical contribution to the theory of 
free enterprise which this essay purports to make is a fuller 
and more careful examination of the role of the entrepreneur 
or enterpriser, the recognized ‘‘central figure” of the sys- 
tem, and of the forces which fix the remimeration of his 
special function. The problem of profit was suggested to 
the writer as a suitable topic for a doctoral dissertation 
in the spring of 1914 by Dr. Alvin Johnson, then Professor 
of Economics in Cornell University. The study was chiefly 
worked out under the direction of Professor Allyn A. Young 
after Dr. Johnson left Cornell. My debt to these two teach- 
ers I can only gratefully acknowledge. Since the accept- 
ance of the essay as a thesis at Cornell in June, 1916, and 
its submission in the Hart, Schaffner & Marx competition 
in 1917, it has been entirely rewritten under the editorial 
supervision of Professor J. M. Clark, of the University of 
Chicago. I have also profited much by discussions with 
Professor C. O. Hardy, my colleague at the same institu- 
tion, and by access to his unpublished “Readings on Risk 
and Risk-Bearing.” Professor Jacob Viner, of the Uni- 
versity of Chicago, has kindly read the proof of the entire 
work. My obligations to various economists through 
their published work are very inadequately shown by 
text and footnote references, but are too comprehensive 
and indefinite to express in detail. 

F. H. Knight 

lovxL City, Iowa 

January, 1921 
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CHAPTER I 

THE PLACE OF PROFIT AND UNCERTAINTY IN 
ECONOMIC THEORY 

Economics , or more properly theoretical economi cs, is 
the only one of t he social scienc,*es which has aspir ed to t^e 
distmcnon^oriiT exact sci ence. T o the extent that it is an 
^act science if must accept t he l imitations as well as share 
tE^fllghTty"^ ^ pertaining, and it thus^ Becomes li^e 
phy^"oF*fnathem atics in Being necessarily somewhat 
SGstraci anTlinreal^ In fact it is different from physics in 
llegfeei^lmicef th on gh it cannot well be made so exact, yet 
for special reasons it secures a moderate degree of exactness 
only at the cost of much greater unreality, very epn- 
ception of an exact science involves ab^raction ; its ideal js 
an^ ytic treatment^anTTni^ysis and abstraction are vir^ 
t uaTTy synonyms . We have given us the task of reducing to 
order a “ complex mass of interrelated chang es, which is 
to say, ofand^zing them into uniformities of segiience^r 
behavior, caUed laws, and the is olation of the differenj^ 
elem^entary sequences for^epa rate“^j?y ^^^ 

"SomHunesTEe various elementary constituents of our 
complex phenomenon are met with in nature in isolation 
complete or partial, and sometimes artific ial experiments 
can be devised to present them either alone or wrOTattenH^ 
ant conditions subject to control. The l^t te ^ is, of course^ 
the characteristic procedure of physical scie nce. Itsapplica- 
ti im to the study of industrial societ y is, however, genera^ 
impracticable . Here we must commonly search for man- 
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ifestations of the various factors in our complex, under 
varying associations, or rely upon intuitive knowledge of 
general principles and follow through the workings of in- 
dividual chains of sequence by logical processes. 

The application of the analytic method in any class^of 
problems is always very incom plete . It is never possible to 
deal IrTthis way with a very large proportion, numerically 
speaking, of the vast complexity of factors entering into a 
normal real situation such as we must cope with in practi- 
cal life. The value of the method depends on the fact that 
in large groups of problem situation c£iT^_elements 
c ommon in each single case, but 

in addition are both few in number and important enougTi 
larg3^^b“^dtm th e situations. Tlfe laws oF these few 
el^euits/tKerSIwe, enaHe us to reach a n ap p^^gviniflijian 
t g the law o f the situa tion as_a_wl)o le. They give us state- 
ments of what '‘Tends” to hold true or “would” hold 
true under “ideal” conditions, meaning merely in a situa- 
tion where the numerous and variable but less important 
“other things” which our laws do not take into account 
w^ere entirely absent. 

Thus, in physics, the model and archetype of an exact 
science of nature, a relatively small and workable number 
of laws or principles tell us what would happen if simplified 
conditions be assumed and all disturbing factors elimi- 
nated. The simplified conditions include specifications as 
to dimensions, mass, shape, smoothness, rigidity, elasticity 
and properties generally of the objects worked with, 
specifications usually quite impossible to realize in fact, 
yet absolutely necessary to makey while the “disturbing 
factors” are simply anything not included in the specifica- 
tions, and their actual elimination is probably equally 
impossible to realize, and, again, equally necessary to 
assume. Only thus could we ever obtain “laws,” de- 
scriptions of the separate elements of phenomena and their 
separate behavior. And while such laws, of course, never 
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accurately hold good in any particular case, because they 
are incomplete, not including all the elements in the case, 
vet they enable us to deal with practical problems int^i> 
gently because they are approximately true and 
tiQW to di scount thei r incomp leten^s. Only by such ap- 
proximations, r^cEeJ by dealing analytically with the 
more important and more universal aspects of phenom- 
ena, could we ever have attained any intelligent concep- 
tion of the behavior of masses of matter in motion and 
secured our present marvelous mastery over the forces of 
nature. 

In a similar way, but for various reasons not so com- 
pletely and satisfactorily, w e ha ve developed a historic 
body of theoretica l economics which deals. . with . ‘ ‘ tenden- 
cies”; i.e., with what ” would” happe n under simplified 
c onditions n e ver realized, but alwa ys mQre^ Qr„.ln^.n k ^^ 
approached in practice . But theoretical economics has 
been much less successful than theoretical physics in 
mal^gTihe procedure useful, largely because it has failed 
to make its natu r e and limitations expl icit and clear. It 
l adies wliat would happ en under ”j)erfect competition,^ 
noting betimes respects in which competition is notjper- 
feht ; buF mucFirihaHslo be done to establish a systemadc 
and cohSriit view of what is necessary to perfect competi-_ 
ti on, just h bwTaY and in what ways its conditions deviate 
f rom those "ol”r^ and what. “ corrections ” have ac- 

cordingd y to be made in applying its conclusions to aQjtual 
Suations.^ 

Tlievague and unsettled state of ideas on this subject is 
manifest in the difference of opinion rife among economists 
as to the meaning and use of theoretical methods. At 
one extreme we have mathematical economists and pure 
theorists ^ to whom little if anything outside of a closed 

Cf. Mackenzie, Introduction to Social Philosophy ^ p. 58. Also Bagehot, 
Economic Studies^ no. 1; “The Presuppositions of English Political 
Econofhy.” 

* There are three types or schools of mathematical economic theory. 
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system of dedu ctions from a very sm all n umber of prem- 
ises ass u me d as universal laws is t o be i^arded as 
s^nt ij^^onom^ all. At the other extreme there is 
certainly a strong and perhaps growing tendency to re- 
pudiate abstraction and deduction altogether, and insist 
upon a purely objective, descriptive science. And in be- 
tween are all shades of opinion. 

In the present writer's view the correct ‘‘middle way” 
between these extreme views, doing justice to both, is not 
hard to find. An abst ract deductiv e system is only one 
small division of the great domain^oTjecoha^ 
buTTHere and the greatest necessity for 

cultivating that field. Indeed, in our analogy, theoret- 
ical mechanics is a very small section of the science of 
physical nature; but it is a very fundamental section, in a 
sense the “first” of all, the foundation and prerequisite of 
those that follow. And this also may very well hold good 
of a body of “pure theory” in economics; it may be that a 
small step, but the Jird step^ towar d a practical co mp re- 
he psion of theso ic ial system ijs to^isolate and follow out to 
t|i^ logical conclusion a relatively small numher of furi^ 
damental temlFnae^Tdlscoverable in it^ There is abundant 
need ToF^Efe deduction and induction in eco- 

nomics as in other sciences, if indeed the two methods are 
theoretically separable. As Mill has well argued ^ we must 
reason deductively as far as possible, always collating our 
conclusions with observed facts at every stage. Where the 
data are too complex to handle in this way induction must 
be applied and empirical laws formulated, to be connected 
deductively with the general principles of “ethology” 
(we should now say simply “human behavior”). Em- 

connected with the names of Cournot, Jevons, and Walras respectively. 
Dr, Vilfredo Pareto, of the University of Lausanne (successor of Walras), 
is now the most prominent exponent of the mathematical method. Among 
“literary” pure theorists, Wicksteed, Schumpeter, and Pantaleoni stand 
out. 

^ Logic, book vi, chaps, ix and x. 
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phasis being laid on the provisos, in both cases, that in 
using deduction the conclusions must be constantly checked 
with facts by observation and premises revised accordingly, 
while the empirical laws resulting from induction must in 
turn be shown to follow^ from the general princii)les of the 
science before they can be credited with much significance 
or dependability, we see that there is little divergence left 
between the two methods.^ 

^ The relations between deduction and induction are intimate, and a 
rigid separation or contrast between the two methods is misleading. A 
more careful study of the fundamentals of scientific method will be under- 
taken hereafter (<‘haptcr vii). We shall see that there is ultimately no 
such fact as deduction as commonly understood, that inference is from 
particulars to particular, and that generalization is always tentative and 
a mere labor-saving device. The fact is, however, that we can study facts 
intelligently and fruitfully only in the light of hypotheses, while hypothe- 
ses have value more or less in proportion to the amount of antecedent 
concrete knowledge of fact on which they are based. The actual pro- 
cedure of science thus consists of making and testing hypotheses. The 
first hypotheses in any field are usually the impressions of “common 
sense”; i.e., of that superficial knowledge forced upon intelligence by 
direct contact with the world. Study, in the light of any hypothesis, 
corre<'ts or refutes the guiding generalization and suggests new points of 
view, to l>e criticized and tested in the same way, and so the organization 
of the material proceeds. The importance of generalization arises from 
the fact that as our minds are built, it is nearly fruitless to attempt to 
observe phenomena unless we approach them with questions to be an- 
swere<l. This is what a hypothesis really is, a question. Superficial ob- 
servation suggests questions whk’h study answers. If and so long as it 
answers a question affirmatively and the answer is not contradicted by 
the test of practical application or casual observation, we have a law of 
nature, a truth a!)out our enviroument which enables us to react intelli- 
gently to it in our conduct. 

There is, then, little if any use for induction in the Baconian sense of an 
exhaustive collection and collation of facta, though in some cases this 
may l)e nec;essiiry and fruitful. On the other hand, there is equally little 
use for deduction taken as doing more than suggesting hypotheses, sub- 
ject to verification. It is to be noted, however, that our common-sense 
generalizations have a very high degree of certainty in some fields, giving 
us, in regard to the external world, for instance, the “axioms” of mathe- 
matics. Even more important in the present connection is the r61e of 
common sense or intuition in the study of human phenomena. Observa- 
tion and intuition are, indeed, hardly distinguishable operations in much 
of the field of human behavior. Our knowledge of ourselves is based on 
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The method of economics is simply th at of any field of 
inquiry where analysis i s in any degree a pplicable and any- 
thmg more than merellS cription possible. ItTs tTie scien- 
tijSc metJiod. i hf* successive appram natlom 

The study will begin with a theoretical branch dealing with 
only the most general aspects of the subject matter, and 
proceed downward through a succession of principles ap- 
plicable to more and more restricted classes of phenomena. 
How far the process is carried will be a matter of taste and 
of the practical requirements of any problem. In science 
generally it does not pay to elaborate laws of a very great 
degree of accuracy of detail. When the number of factors 
taken into account in deduction becomes large, the process 
rapidly becomes unmanageable and errors creep in, while 
the results lose in generality of application more signifi- 
cance than they gain by the closeness of approximation to 
fact in a given case. It is better to stop dealing with ele- 

introspective observaUon, but is so direct that it may be called intuitive. 
Its extension to our Wlow human beings is also based upon the interpre- 
tation of the communicative signs of speech, gesture, facial expression, 
etc., far more than upon direct observation of behavior, and this process 
of interpretation is highly instinctive and subconscious in character, 
llany of the fundamental laws of economics are therefore properly “in- 
tuitive” to begin with, though of course always subject to correction by 
induction in the ordinary sense of observation and statistical treatment 
of data. 

These brief statements must not be thought of as dealing with philo- 
sophical problems. The writer is, like Mill, an empiricist, holding that all 
general truths or axioms are ultimately inductions from experience. By 
induction as a method is meant deliberate, scientific induction, the planned 
study of instances for the purpose of ascertaining their “law.” And de- 
duction means reaching new truth by the application of general laws to 
particular cases. In the present view both of these processes are regarded 
as suggestive merely, exhaustive induction and conclusive deduction be- 
ing alike impossible. 

^ The reader will recall Comte’s arrangement of the sciences in the 
order of generality of the principles they establish. Mathematics, the 
properties of space and of quantity in the abstract, is applicable to all 
phenomena — and tells us correspondingly little about any of them. 
The laws of matter, of living matter, etc., are less general and more con- 
cretely real. The same principles are applicable within any grand divi- 
sion of knowledge. 
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ments separately before they get too numerous and deal 
with the final stages of t he apf^roxini ation^ by japplying, 
corrections empirically determined. 


The theoretical method in it s pure form consists, then, 
in the complete and separate study of general princ iples, 
with the rigid exclusion of all ffuctuallons, modifications, 
jlliii atvideii ts 'of all softs due to the influcnS oFfe 
l^s^encral than those under investigation at any particular 
stage of the inquiry. Our question relates to the advisability 


of using this method in a tolerably rigid form in economics. 
The answer to this question depends on whether in the 
phenomena to be studied general principles can in fact be 
found of sufficient constancy and importance to justify 
their careful isolation and separate study. The writer is 
strongly of the ojiinion that the question must be an- 
swered affirmatively. Economics is the study of a particu- 
lar form of organization o f human want-satisfyin g act ivi ty 
whic h has become pi^^ale nl in Western nations and spread 
over the gr eater part of the fieldToT conduct. It is called 
free enterprise or the competitive syst em. It is ohviously 
not at all completely or perfectly comiietitive, hut just as 
indisputably its general ^principles are those of free com- 
petition. Under these circumstances the study, as a first 
approximation, of a perfectly competitive system, in which 
the multitudinous degrees and kinds of divergences are 
eliminated by abstraction, is clearly indicated. The method 
is particularly indicated in a practical sense because our 
most important questions of social policy hinge directly 
upon the question of the character of the “natural” results 
of competition, and take the form of queries as to whe ther 
the tendencies of competition are to be furthered and sup- 


That such a theoretical first approximation is indicated 
in a theoretical sense, that it is the natural logical way of 
going at the problem, conforming to the workings of our 
thought processes, is sufficiently evidenced by the fact that 
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this is what economists have always in fact done, ever since 
there has been such a science or such a social system to 
be studied. T hey have, t o be sure. b ee ji„criticked ior do-- 
ing it, and severel y. But in thej>resent ot 
t heorists of the past and pre s ent are t o b e justly, crltk: 
cized not for follow ing the the oretical method and stud yin g 
a,, simplified and idealized form of competitive org^ni- 
zaP[1on7 I juf f not following^ it in a sufficiently selL 
conscious, critical, ai^ ex Jici t way. In their discussions 
of methodology the historic economists have, indeed, been 
as clear and explicit as could be desired,^ but in the use 
of the method as much cannot, unfortunately, be said. 

It should go without saying that in the use of the scienti- 
fic method of reasoning from simplified premises, it is im- 
perative that it be clear to the reasoner and be made un- 
mistakable to those who use his work what his procedure 
is and what presuppositions are involved. Two suprem e 
difficulties have underlain controversies regarding method 
in the pas t. The first is the strong aw^on o f the masses 
of humanity, including even a la rge prop ortion o f ** sc hol- 
a r, to all thinking in generaT terms. The second difficulty, 
on the other side, is the fact referred tcT above, tliat the 
persons e mploying methods of approximation in econom- 
i cs have not tEemselv^afiSqu^Cer^^lTd al^ recognized, 
still less have j^ey made clear to their readers, the 
approximate character cZTFelr cb^ as descriptions 

pr lendencY^ dnly, bht hAve*^<gOT^nItv hastened to bas£ 
principles of social and husiness policy upon very incom- 
plete data . The c^WsuIts^bTthe failure to empTiksize th e 
the oretica l character of economic y^eculation are apparent 

^ Cf. Miir.s Essays on Unsettled Questionsy no. 5, which really leaves 
little to be said on the subject. Also (’airnes, on the Character and Logical 
Method of Folitical Economy , and the di.scnssions of methodology of the 
English economists generally. The conception of the “economic man” 
was one way of emphasizing tlie abstract and simplified character of the 
premises of the science. Keynes’s Scoye and Logical Method of Political 
Economy is an admirably clear ahd conclusive discussion of this whole 
subject. 
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in every field of practical^ conomics. The theorist not 
having definite assumptions clearly in mind in working 
out the “principles,” it is but natural that he, and still 
more the practical workers building upon his foundations, 
should forget that unreal assumptions were made, and 
should take the principles over bodily, apply them to con- 
crete cases, and draw sweeping a nd wholly unwarjantnd 
c onclusions from tlieni « The clearly untenable and often 
vicious character of such deductions naturally works to 
discredit theory itself. This, of course, is wrong; we do not 
allow perpetual motion schemes to discredit theoretical 
mechanics, which is built upon the assumption of perpetual 
motion at every stage. But in econo mies ^ distrust of 
general principles, fat al as it is to cle ar thinking, will be in- 
e VItable as long asTEe postu lates of theor y are so nebulous 
and ^iifting . The^y can hardly be made sufficiently explicit; 
it is imperative that the contrast between these simplified 
assumptions and the complex facts of life be made as con- 
spicuous and as familiar as has been done in mechanics. 

The present essay is an attempt in the direction in- 
dicated above. We shall endeavor to sear ch out a pr] plac- . 
ar d the unrealities of tli^ postulates of thcwetical econom- 
ics, not for the ^ rpose of discre diting the d octrine but 
wffl ^ view to malcmF^ its theoretical limitations. 
Th^e are several reasons why the approximate character 
of theoretical economic laws and their inapplicability 
without empirical correction to real situations should be 
especially emphasized as compared, for instance, with 
those of mechanics. The first reason is historical and Jias 
already been indicated. The limitations of the resu lts 
have not always been clear, and Theorists themselves as 
well as writers in practical economics and statecraft have 
carelessl y used the m without regard for the corrections 
n^essary to maErtTiem fit concrete facts. Policies must 
fail, "a n d fail disastrously^ which are based on perpetual 
motion reasoni ng without the recognition that it is s uch. 
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mechanical problems. For good or ill, we are committed 
to the policy of democratic control in the former case, and 
are not likely to resort to it in the latter. As far as material 
results are concerned, it is relatively unimportant whether 
people generally believe in their hearts that energy can be 
manufactured or that a cannon ball will sink part of the 
way to the bottom of the ocean and remain suspended, or 
any other fundamental misconception. We have here at 
least established the tradition that knowledge and train- 
ing count and have persuaded the ignorant to defer to the 
judgment of the informed. In the field of natural science 
the masses can and will gladly take and use and construct 
appliances in regard to whose scientific basis they are as 
ignorant as they are indifferent. It is usually possible to 
demonstrate such things on a moderate scale, and literally 
to knock men down with “results.” In the field of social 
science, how^ever, fortunately or unfortunately, these things 
are not true. Our whole established tradition tends to the 
view that “Tom, Dick, and Harry” know as much about 
it as any “highbrow”; the ignorant will not in general de- 
fer to the opinion of the informed, and in the absence of 
voluntary deference it is usually impossible to give an 
objective demonstration. If our social science is to yield 
fruits in an improved quality of human life, it must for the 
most part be “ sold ” to the masses first. The necessity of 
making its literature not merely accurate and convincing, 
but as nearly “fool-proof” as po.ssible, is therefore mani- 
fest. 

Whether or not the use of the method of exact science is 
as necessary in the field of social phenonena as the present 
writer l>elieves, it wdll doubtless be conceded, even by op- 
ponents of this view, that it has been employed in the great 
mass of the literature since the modern science of economics 
was founded. It may also be granted that the terminology, 
concepts, and modes of thinking in our economic instruc- 
tion and in general discussion are and for a long time must 
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be largely dominated by the established tradition. And it 
will certainly not be denied that if the method of reason- 
ing from hypothetical or simplified premises is followed, 
its use must be thoroughly safeguarded by emphasizing the 
character of the premises and the consequent conditional 
or approximate validity of the conclusions reached. If, 
finally, it is admitted that this has not been adequately 
done hitherto, and that mischief and misunderstanding 
have followed from the loose use of assumptions and looser 
application of conclusions, then the call for such a study as 
the present will be established. 

The tendency toward a sharper separation of the theo- 
retical portion of economics from the empirical portion, 
and toward the clearer formulation of premises, can be 
traced in the literature of the subject, and notable progress 
in the right direction has recently been made. The work of 
the mathematical economists and non-mathematieal pure 
theorists has already been mentioned. A considerable and 
fairly satisfactory body of consciously and rigidly “ theoret- 
ical” (i.e., general and approximate) doctrine has been 
built up. The work of Paretojind Wicks teed seems to th^ 
writer especially worthy of note. Unfortunately it has not 
achieved the recognition and been accorded the funda- 
mental place in the general program of the science which 
we think it should have; mathematical economics in par- 
ticular seems likely to remain little more than a cult, a 
closed book to all except a few of the “initiated.” In the 
great mass of economic literature there is certainly still 
wanting the evidence of a comprehensive grasp of general 
principles and even more of the meaning and importance 
of general principles in a scientific program. There is still 
a need for thoroughgoing and critical comparison and con- 
trast of theoretical assumptions with the conditions of real 
life and of theoretical conclusions with concrete facts. 
The makers and users of economic analysis have in general 
still to be made to see that deductions from th eory are 
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necessary ^t^ not because lite rally true, — that in the strict 
sense they are useful because not literally true — l^t only 

and if all 
it that rela^n 
theorists have 

noT generally been assiduous in emphasizing the practical 
significance of their work and its relation to the outside 
body of the science; they have been too exclusively inter- 
ested in the construction of their a priori systems, and per- 
haps a little disposed to regard these as a disproportionate 
part of economic science. Such a bias is natural and even 
useful, but in a field where the relations between theory 
and practice do not come instinctively to the minds of the 
users of both, the supplementation of theory by works of 
interpretation becomes indispensable. 

Indication of progress in this field is furnished especially 
by the discussion centering around the concept of normal- 


if they bear a certain relation to literal trutl 
with them c^^^ bear in mind whj 

is. It must be acTmitted that even the "pure 


i ty in th e work of JMa rslijdl in England^a^nrTHe'r^ atel T 
notion oFthe statics st^Ue espoused in particular in thi^ 
coun try by" T. R. Flar k.^ The meaning and bearings of the 
fundamental concepts are in the writer’s opinion much 
better w’^orked out by Marshall tlian by any other writer 
generally read. Marshall himself has adopted a 

cautious, almost anti-theoretical attitude toward funda- 
mentals; he refuses to lay dowm and follow rigidly defined 
hypotheses, but insists on sticking as closely as possible 
to concrete reality and discussing representative’" cqq - 
d itions as opposed to limiting tendencies . T he gain in rnn - 
creteness and realism is in mir c^iTiion much more t hap 
offset by the obscurity, vagueness, and unsystematic 
character of the discu ssi on, the m evTt^ffe consequence of 


burying fundamentals in an overw^helming m^§j§ of qualk 
1 5^ 1 1 mi and delaih "p rofessor (Siark, on the other hand, is 
frankly theoretical and insistent upon the deliberate use of 


^ .The static state idea is further developed along rigidly* theoretical 
lines by Professor Schiunpeter in Austria. 
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abstraction. But the writer at least is unable to agree with 
him on the question of what abstractions should be made 
and the manner of their use. While the specifications for his 
th eoretical sta te are more definite and explicit t han thgse 
oTlMar^s hairiEev see^ correctly drawn 

The opposition to jmre theory in general is based on a 
failure to understand it, and especially common js the mis- 
c onception^&i lllhe meaning of ^gtik-qr nQr 
seSi^^It is not recognized that their use is inherent in the 
methodology of science, is in fact the very essence of 
scientific procedure; that it is not at all recondite or in- 
tellectual in its appeal, but is mere practical common 
sense. The aim of science is to predict the future for the 
purpose of making our conduct intelligent. ^ Intelligence 
predicts, as shown above, through analysis, by isolating 
the different forces or tendencies in a situation and study- 
ing the character and effects of each separately. Stat ic 
meth od and reasoning are therefor e^mextimsive. TV e hav e 
no way of discusnng a force or change except to describe its 

The”^static^^"^eth od^ economics does merely this. 
It inquires what condition s exist and studies tb^ r esult s 
which recognizable forces at work (or changes in progress — 
w^e^FovvmffTnng”^^ Force ; li is the assumed “cause” of 
change, which is the only /ad) tend to produce under those 
conditions. It is “unreal” only Tn The simplification of its 
^ ^blem; i. e :; i n taking the more conspicuous forces and 
more important conditions and provisionally neglecting 
others. This the limitations of our minds compel us to do. 
We must first discuss one change at a time, assuming the 
others suspended while that one is working itself out to its 
final results, and then attempt to combine the tendencies at 

^ We shall attempt to show that it does not represent, as Professor 
Clark contends, the assumptions implicit in the classical economic theory, 
(See chapter ri.) 

* Cf. Dewey’s definition of reason as the method of social diagnosis 
and prognosis. 
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work, estimate their relative importance, and make actual 
predictions. This is the way our minds work; we must 
divide to conquer. Where a complex situation can be 
dealt with as a whole — if that ever happens — there is no 
occasion for “thought.” Thought in the scientific sense . 
and analysis, are the sa7ne 

The reference to results calls for a further word. 
The concept of equilibrium is clQS £ly,j;elated to that ^ 
static m ethod. It is the nature of every change in the 
universe known to sc ience to have ' Tinal * * r esults undei, 
any given conditio ns, and the descriptio n of the change is__ 
mcmnpTele^ stops short of the statement of these ub 
TmjateT^^ TS^ . Every movement Tn the world is an3 
can be clearly seen to be a progress toward aii e^ilib::^ 
rium. Water JpvpJ ^ rT ipyes toward an equality 

of pressure^ electricity toward a unifor m pntentiaL radia - 
tion toward ahiii if oi*ni ti’^rri Jnr a fu rCy etc. E^Try change is aiL 
e quanzatton^of t he Forces ^hicli that c h ange, and. 

t ends to l)ring abo ut a cxu idition in whic h the change will 
no longeFTake p lace. Ine" water conlmues to flow, the 
wihcT lon[)Iow, etc., only because the sun’s heat — itself a 
similar but more long-drawn-out redistribution of energy 
— constantly re stores the inequalities which these move - 
meivEs lli emsdve s constantly destroy. 

““^o^so in ecoiiomic pTichbmeria. Goods move from th e 
point of lower to one of higher demand or yrice^ and eve ry 
such movement obliterates the ]>rice difference whic h 
causes i t. T he circulation of goods continues because t he 
l ife activities man (the production of wealth) keep new 
supplies forthcomi ng, 'pie sam e to shifts in pro - 

du ctive ene rgy from one use to another. There are really 
as many static st ates as there are c hanges to be studie d, 
sets of given conditions to be asumed. It is arbitrary but 
convenient to speak of the static state in relation to given 
conditions of the supply an d demand (prod uction and 
consumption) of consumption good^ We shall see that 
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there are in fstet two other fundamental static problems; the 
first as sumes given s upplies of consumption goods, and the 
se cond, given general conditions under wh i ch t he cre at ion 
of production goods ilPfl jUbe 

first is the problem of the market or of market prk e, and 
tli e second that of social economic progress, often ref erred 
to as economic dynamics . 

The argument of the present essay will center around 
the general idea of normality, viewed as an attempt to 
ismate for study the essentials or genera l principles of a 
co mpetitive social economic organizatio n. The aim will be 
to bring out tlie content of the assumptions or hypotheses 
of the historic body of economic thought, referred to by 
the classic al writers as ** natural price*' theory. By tliis is 
meant, not the assumptions definitely in the minds of the 
classical economists, but the assumptions necessary t o 
define the condi tions of perfect comT>etition> at whichJj ie 
classicarth ougTiTwas aime^and which are significa nt as 
forming the lim iting tendency of^ acliiaJ economic proc- 

As the title of the essay indicates, our task will be eri~ 
visaged from the immediate standi)oint of the problem of 
profit in distributive theor y^ The “primary "attribute of 
competition , universally recognized and evident at a 
glance, is the ** tend ency'' to elimin ate profit ^ or loss, and 
bring the value of economic goods to equality with thej r 
cos t. Or, since costs are in the large identical with the 

^ We need not here more than mention the ol>vioiis fact that the 
theondieal method is apy)]icabk' to monopoly as well as competition 
and has dealt with both. It has been, of course, a Iheorelically “ideal’* 
monopoly also — the real as.sumption being an exceptional instance of 
perfect monopoly in a general system of perfect competition. The con- 
trast between theory and reality and the significance of the former is of 
the same sort in both cases, and we shall also discuss the meaning of per- 
fect monopoly in the proper connection. (Chapter vi.) 

® It will be perceived that the word profit” is here used in the sense 
of “pure profit,” a distributive .share different from the returns to the 
productive services of land, labor, and capital. 
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distributive shares other than profit, we ma/ express the 
same principle by saying that the tendency is toward a 
remainderless distri bution of products among the agenSes 
con tributing to their production . iSut in actual society, 
cost ana value only ‘^teiul^^ to equality; it is only by an 
occasional accident that tliey are precisely equal in fact; 
t hey are usually separated by a margin of profit ,*’ posi- 
tive or negat ive. Hence the problem of profit is one way of 
l ooking at the problem of the cont rasFT)e tweeh^^~p^ ^ 
competition and actual comj)etitio n. 

Our preliminary examination of the problem of profit 
will show, however, that the difficulties in this field have 
arisen from a confusion of ideiis which goes deep down into 
the foundations of our thinking. The key to the whole 
tangle will be found to lie in the notion of risk or uncer- 
tainty a nd the ambiguities concealed therein. It is around 
this idea, therefore, that our mam argument will finally 
center. A satisfactory explanation of profit will bring into 
relief tke. nature of the distincti on between the p erfec t 
c oinix^tition of theory an d the remote api>roach which is 
made to it by the actual competition^ 6T“"sayrT’^^^^^ 
century United States; and the answer to this twofold 
problem is to be found in a thorough examination and 
criticism of the concept of Uncertainty, and its bearings 
upon economic processes. 

But Uncertainty m ust be taken in a sense radically 
distinct fyom the fiimiliar notion of Risk, fromujsvhich it 
has never been p r operly separ ated. The term “risk,” as 
loosely used in everyday sj^ech and in economic dis- 
cussion, r eally covers two things which, functionally jat 
l east, in t heir causa l _.jelatiQjfl§ to the phenomena of 
economic organization, are categorically differ ent. The 
nature of this confusion will be dealt with at length in 
chapter vii, but the essence of it may be stated in a few 
words at this point. The e ssential fact is that * *risk *^ 
means in some cases a quantity sfiJceplTGIe^oT^m 
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ment, while at other times it is something dist inctlY-J^ of 
t his cliaTactorand there are far-reaching an d cru cial differ- 
ences in the bearings of the phenomenon dependin^jon 
winch ot tlie two islFeally present and operat ing. There are 
otheFamEigmties in the term ‘‘risk” as well, which will he 
pointed out; but this is the most important. It will app ear 
t hat a meas2irable uncertainty, or “risk” proper, as we .shall 
use the term, is so far different from an unmeasurable one 
that it is not in effect an uncertainty M. jilJ. We shall 
accordingly restrict the term “uncertainty” to cases o f the 
nomquantitive ty pe. It is this * ‘ true ' ' unce rtainty, ancl 
not risk, as has been argued, which fo rms t hfi hqs^ of a 

tween actual and theoretical co mpeti tion . 

As a background for the discussion of the meaning and 
causal relations of uncertainty, we shall first make a brief 
survey of previously proposed theories of profit. After a 
summary glance at the history of the treatment of the sub- 
ject dowm to recent decades, it will be necessary to dwell at 
slightly greater length upon the controversy recently car- 
ried on in connection with the explanation of profit in 
terms of risk. The crucial character of the distinction 
between measurable risk and unmeasurable uncertainty 
will become apparent in this discussion. 

Part Two (chapters iii-vi) will be taken up wnth an out- 
line study of a theoretical, perfectly competitive society. 
In the course of the argument it w ill become increasingly 
evident that the prime essential to that perfect competition 
which would secure in fact those results to which actual 
com])etition only “tends,” is the absence of Uncertainty 
(in the true, unmeasurable sense). Other presuppositions 
are mostly included in or subordinate to this, that men 
must knojv lohat they are doing^ and not merely guess more 
or less accurately. The “tendency” toward perfect com- 
petition is at once explained, since men are creatures en- 
dowed with the capacity to learn, and tend to find out the 
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results of their acts, while the cause of the failure ever to 
reach the goal is equally evident so long as omniscience 
remains unattainable. Now since risk, in the ordinary 
sense, does not preclude perfect planning (for reasons 
which can easily be made clear), such risk cannot pre- 
vent the complete realization of the tendencies of conij)eti- 
tive forces, or give rise to profit. 

At the conclusion of this brief treatment of perfect com- 
petition we shall devote a short chapter to limitations of 
perfect competition other than the imperfection of knowl- 
edge, and then take up in Part Three a careful analysis of 
the concepts of Risk and Uncertainty (chapter vii), pro- 
ceeding (in the remaining chapters) with a somewhat de- 
tailed study of the effects of both, but especially of true or 
unmeasurable uncertainty upon the economic organization 
and of its bearings upon economic theory. The economic 
relations of risk in the narrower sense of a measurable prob- 
ability have been extensively dealt with in the literature of 
the subject and do not call for elaborate treatment here. 
Our main concern m\\ be with the contrast between Risk 
as a known chance and true Uncertainty, and treatment 
of the former is incidental to this purpose. 
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THEORIES OF PROFIT; ^ CHANGE AND RISK IN 
RELATION TO PROFIT 

In view of the facts set forth in the introductory chapter 
as to the relation of profit to theoretical economics^ and the 
vagueness in the minds of economic writers as to funda- 
mental postulates, it is not surprising that the theory of 
profit has remained one of the most unsatisfactory and 
controversial divisions of economic doctrine. Considering, 
however, the universal recognition of the “tendency'' of 
competition to eliminate profit, it is perhaps somewhat re- 
markable t hat the p roblem of profit itself has not, with one 
important exception,^'* been attackc^fromJJie ^ point 
of view adopted in this essay, o f an inquiry into the c auses 
o f the faifure of IdeaT^iiipeti tion to be fully reali zed in f act. 
It is, indeed, only within comparatively recent years that 
the existen ce of profit as a really di stinct share has become 
established and the pr oblem of iJ^ e xpla n ation ^iven de- 
fmite status 

As in the case of most sciences whose subject matter is 
some field of human activity, economic theory has been 
much influenced by practice, and in particular the loose use 

^ Excellent histories of profit theory are to be found in the introduc- 
tory sections of several mono^?raphs on profit and make it superfluous to 
go into this phase of the subject in detail. See especially the following; 

Mangoldt, H. v.. Die Lehre vom Unternehmergewinn. Lcipsic, 1855. 

Pierstorff, J., Die Lehre vom Unternehmergcvnnn. Berlin, 1875. 

Mataja, V., Der Unternehmergewinn. Vienna, 1884. 

Gross, G., Die Lehre roni Unternehmergewinn. Leipsic, 1884. 

Porte, M., Entrepreneurs et profits indmtricls. Paris, 1901. 

* The exception is Professor Clark s theory of perfect competition as 
equivalent to the “static state” and the corresponding “dynamic 
theory ” of profit as the result of progress. This view will presently be 
taken up and criticized. 
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of terms in everyday affairs has given rise to serious con- 
fusions in terminology. The concept of profit is bound up 
in a certain type of organization of industry, a type realized 
in various degrees in different places and times, and always 
undergoing modification and development. 

At the time when the English classical school of eco- 
nomists were writing — i.e., in the later eighteenth and 
early nineteenth centuries — corporations were relatively 
unimportant, being practically restricted to a few banks 
and trading companies. There was, of course, some lend- 
ing at interest, but in the dominant form of industry men 
used their own capital, hiring labor and renting land from 
others. The managerial function centered in the capital- 
ist. Moreover, English industries were new and rapidly 
expanding; competition was not highly developed; the 
possession of capital seemed to be and was the dominant 


factor in the situation. Only in more r ecent times has the 
accumulation of capital, fiie perf ection of inshil n- 

lions, and the grd^h of co mpetition transferred the cent er 
o f interest to business abiritv, made it easy or at least 
gener ally possible f or ability to secure capital when not in 
^ ^sessiolT^ it by direct ownership, and made comm on 


the carrying-on of business predominantly with borrow ed 


resources. 


Under these early conditions it was natural to connect 
the inc ome of the business manager wdth the owner ship of 
capital, and~ m alT tlie classical writin gs we fin d the word 
* * profiF^used m this sense . A further source of confusion 
w^as the indefiriiteness of the conception and use of the 
ideas of natural and market price in theli^ds"^of the ea rly 
mlteT S. It IS natural and inevitable that a distinction 
which goes to the heart of the fundamental problems of the 
nature and methodology of economic science should be 
but imperfectly worked out in the initial stages of the 
speculation. Only recently, agai n, has the analysis of 
long-time normal price by Marshall and of the static 
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state"’ by Clark and Schumpeter b egun to give to econo- 
i msts a clearer not ion br wBiiFls really involved in “m^u- 
raU ’ or normal conditions. To the earlier classicaFwriters 
this obscurity hid the fu^amental difference between the 
total income of the capitalist manager and contract in- 
terest. The only separation considered necessary in the 
explanation of distribution was to restrict the tlicory of the 
business manager’s income to the explanation of “normal 
profit,” which was regarded as substantially equivalent to 
contract interest. Another b arrier to the formulation of a 
clear statement of the relations between irileresrimTpro- 
fi t was the lack oFan adequate undSslahdThg ofTfi^pro- 
ductivit y of ri^pTtaT7 whirh aKoTl ^ese authors (iKlhot' pos - 
s ess and wh i ch has first been worked out in rece nt yea rs. 

The qualification of “near” or “substantial” identifica- 
tion of normal profit and interest is necessary, however, in 
referring to the classical treatments. Even Adam Smith 
and his immediate followers recognized that profits even 
normally contain an element which is not interest on capi- 
tal. Remuneration for the work and care of supervising 
the business was alw ays distinguished. Reference w as also 
made to risk, but in the sense of risk of loss of capital, which 
does not clearly distinguish profit from interest.^ x\dam 
Smith is explicit in regard to these elements, while Malthas 
and M’Culloch were more so. J. S. Mill pointed out in 
a somewhat groping way that the w ages of management 
are determined in a different way from other wages, and 

^ For a fuller discussion oi the views of the En^flish writers, with cita- 
tions, see C^annan, Theories of Product iov and Distribution, chap, vi, 
sec. 2; also the same author’s article on “Profit” in Palgrave’s Dictionary 
of Political Economy, In opposition to the German historians and critics, 
who take the classical economists very literally, Cannan is sure that they 
really held, like their French followers, a wage theory of profit. Between 
the two views this seems the fairer on the whole, but it could hardly be 
maintained that the difference in expression does not represent some 
difference in thought. However, much of the contrast is undoubtedly 
due to differences in the use of terms. Old words used to designate new 
things necessarily become ambiguous, and “profit” is still correctly used 
with several different meanings. 
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noted also that profits, so called, include as a third ele- 
ment a payment for risk, as well as wages of management 
(and interest). The inclusion of interest in profit was op- 
posed by Bagehot, and in the United States by Walker, 
but the use of the term is still somewhat loose in England, 
as is seen in Marshall. Even in this country the develop- 
ment of corporation accounting, while separating wages of 
management from p rofi t, has tended to a new conf usion of 
profit and intere st. 

The early French writers, beginning with J. B. Say, 
adopted a different view of profit, or at least a different 
use of the word, insisting on a separation of profit from in- 
terest and defining the former explicitly as a wage. The 
difference in procedure may have been due, as v. Man- 
goldt suggests,^ to the different character of typical French 
industry and the greater importance of the manager's 
personality in it relatively to the capital factor. It is 
worthy of note that in the fourth edition of his ‘‘Traite," 
Say included in profit the reward for risk-taking; he had in 
the earlier editions viewed this income as accruing to the 
capitalist as such, but now" transferred it to the entrepre- 
neur. Esj)ecial mention should be made of Courcelle- 
Seneuil, who insisted that profit is not a w-age, but is due to 
the assumption of risk.^ 

The older German economists varied widely in their 

^ Op. cii.f p, 19, note. 

2 Article, “Profit,” in Coquelin and GuilJaumin’s Dictionnaire de 
VSeonomie poIMjuCy Paris, 1852. It is true that in another work {TraitS 
d'economw politique, 2d ed., 18(37) Courc’elle was not so explicit, and also 
that in the same article he says that profit depends on the intelligence of 
the entrepreneur and the favorable or unfavorable conditions under which 
he works, lliis hesitation may explain Kleinwachter’s classifying him 
with the follow^ers of Say and adherents of the wages theory. (See Das 
Einkommen und s(dne Verteilung, p. 278.) It seems more probable, how- 
ever, that Courcellc glimpsed the fact (Avhich Klcinwilchler did not) that 
the aSsSumption of a “risk” of error in one's owm judgment, inherent in 
the making of a resx)onsible decision, is a phenomenon of a different char- 
acter ftom the assumption of “risk” in the insurance sense. We shall 
build largely upon this distinction later. 
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treatment of profits. Some, of whom SchafSie is perhaps 
the most notable example, follow the “English’* view in 
classing profit as essentially a return to capital. Others, 
notably Roscher, adopt the “French”^ attitude and treat 
it as a form of wages. Roscher does not even use the term 
“profit,” but substitutes Uniernehmerlohn, Other writers, 
such as Hermann and Rau, took a more or less intermediate 
position. 

Still another group, of more importance for our purposes, 
contended that profit should be recognized as a unique 
form of income, not susceptible of reduction to remunera- 
tion for either capital or labor. This position was taken in a 
somewhat timid way by Hufeland ^ and more definitely by 
Riedel, ^ but its most notable advocates were Thlinen and 
V. Mangoldt. Thtinen’s great work, “Der Isolirte Staat,” ^ 
d efines profit as what is left after (a) interest, (b) insura nce, 
and (c) wages of management, are me t. This residuum con- 
sists o^ two parts : (1) pa yment for certain risks, e specially 
changes in values and the chance of failure of the whole 
enterprise, which cannot be insured against, and the^ 
extr a productivity of the manager’s labor due to th e fact 
th at he is working for himself, his when 

he IS planning for the business. Thlinen called these ele- 

^ These national designations of the two schools hold closely. The 
only notable exceptions (aside from Courcellc) are on the one side, Rossi, 
a French (naturalized Italian) writer, who strongly espoused the capital- 
istic or English view, and on the other Samuel Read, who, while agreeing 
with the current English treatment in terminology', broke with it in sub- 
stance and agreed with Say and his followers. Read insisted on identify- 
ing ‘^profit*’ with the return to capital, or interest, and treating the dis- 
tinctive income of the entrepreneur as a wage. He also emphasized the 
“compensation for risk” element in his “profit” (really interest), but 
thought it due to no deterniinate causes and “outside the pale of science.” 
This last phrase shows at least an insight into the unique character of 
this sort of risk, since the assertion would certainly not have l^cen made of 
an insurance premium. See his Political Economy, Edinburgh, 1829, pp, 
263 and 269, note. 

* Neue Grundlage der Staatswissenschaft, vol. i. Giessen, 1807. 

* National dkonomie, 1839. 

* Appeared 1826. 3d ed., 1876. See 3d ed., vol. n, pp. 83 ff. 
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ments respectively Industriebelohnung and Unternehmer-^ 
gewinn, and their sum Gewerbsprofit, 

A most careful and exhaustive analysis of profit is con- 
tained in the monograph of H. v. Mangoldt, already re- 
ferred to. Proceeding on the basis of an elaborate classifi- 
cation of the forms of industrial organization and a dis- 
cussion of the economic advantages of the entrepreneur 
form, this writer finds in the income of the busin ess enter- 
prise r a c‘omplex group c? unique elSiiien^ g . TIp 



(3) e ntrepreneur ren ts. These last again fall into four sub- 
divisions : (a) capital rents, (b) wage rents, (c) large enter- 
prise rent, and (d) “entrepreneur rent in the narrower 
sense.” They are all due to the limitation of sjxjcial capac- 
ities or characteristics (the last to special combinations of 
such) and are called “])remiums on scarcity” (Seltenheits- 
prmneien). This is, of course, a question-begging term 
(though many writers have used it) since all incomes de- 
pend in the same way on the limitation of the agencies to 
which they are imputed. It Would seem that every im- 
aginable source of income is included in this minute and 
subtle classification. 


A special T)lace in the history of theories of pro fit should 
be riven to the German socialist school, the so-called 


“ scientific ” socialists, Rodl 


and their followers. These writers take the English classi- 
cal treatment of profit in a narrowly literal (one must say 
wholly uncritical and superficial) sense as including all in- 
c ome accniing to capital, to which they add lan di. Coim 
bining this with an equally blind reading o f the labor the ory 
of v,alue which w^as the starting-f)ointof Smith and Ricardo, 
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that is not wages i&.iL-Drofit pvp1n!lati/^n 

nf the workin|[y classes . Capital is equivalent to proi)erty, 
which is to be regarded as mere power over the economic 
activities of others due to the strategic position of owner- 
ship over the implements of labor. It is analogous to a 
robber baron's crag, a toll-gate on a natural highway, or a 
political franchise to exploit. Pierstorff, in the monograph 
referred to above, follows Rodbertus in the main, after 
criticizing alternative views. ^ 

After the publication in 1871 of Monger’s “Grund- 
satze” had given a new interest and new turn to value 
theory in Austria and Germany, a notable series of dis- 
cussions of profit aj)pcared in those countries. I'hose call- 
ing for especial mention are the monographs of Gross ^ 
and Mataja ^ and the treatments by Mithoff ^ and Klein- 
wachter ^ in Schonberg’s “Ilandbuch,” the last-named 
elaborated in the author’s book already referred to. Gross 
takes as his starting-point the plain fact that profit is the 
difference between the cost of goods and their value, and 
studies the position of the entrepreneur in the two markets 
in which he buys productive services and raw materials and 
sells his finished product. He may be said to reduce profit 
to bargaining power, in which, of course, superior knowl- 
edge and foresight are recognized as playing a large part, 

^ See also the article “Untemehmergewinn,” by Pierstorff in ( on- 
rad’s Ilandworterbuch der Staaiswissenschaftcn, Dr. Thorstein \'eblen’s 
conceptions of capital and profit show strong leanings toward the same 
views. 

* Referred to above, p. 22 n. * Ihid. 

* G. Serhonberg, Ilandbuch der Politischen Okonomie, 2d ed. (Tubingen, 
1885), pp. G70 ff. 

* Ibid., pp. 220 ff. 

Other works in the same group with the above are: 

E. Aug. Schroeder, Das Untemehmen und der XJ nt€mehm.ergewinn. 
Vienna, 1884. (The same date of publication as Gross and Mataja.) 

A. Wirminghaus, Das Unternehmergewinn und die Beteiligvng der 
Arbeiter am Uvternchmergarinn. Jena, 188G. 

E. Zuns, Swei Fragcn des Unternehmer-Einkommens. Berlin, 1881. 

A. KUmer, Untemehmen und Untemehmergewinn. Vienna, 1893. 
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but Gross does not work out a systematic treatment of the 
nature and significance of risk or uncertainty. He thinks an 
income which is a premium for taking risks is inherently 
impossible, as gains and losses would necessarily balance. 
Few other writers agree with this pro])osition. Socially, 
profit is for Gross the inducement to follow closely the 
economic law of cheapest possible production and most 
effective utilization of goods. 

Mataja’s analysis of profit is a more literal application 
of Monger’s utility theory of value. He seeks to explain 
price differences by means of the differences between the 
various uses of “goods of higher order” in making differ- 
ent kinds of “ goods of lower order ” and ultimately diff erent 
consumption goods. His discussion does not get beyond a 
statement of the problem. 

Mithoff holds that the entrepreneur’s income consists of 
rents, wages, etc., at market rates for the productive serv- 
ices which he furnishes to the business, plus a “profit” 
which may be regarded as remuneration for taking the risk 
of its failure. He contends, however, that this profit is at 
best a mere abstraction, a complex of a numl>er of inde- 
terminate surpluses, and that the entrepreneur income as a 
whole alone has definite meaning or practical significance, 

Korner is another writer who explains the entrepreneur’s 
income in terras of superior bargaining power. His position 
is figured as that of a watchman on a tower and is summed 
up in the expression that his is a wider market than that of 
the men he buys from and sells to, especially the laborer 
whom he hires. The essential mystery of why the com- 
petition of other watchmen on similar towers does not 
eliminate his peculiar gain is not touched upon. The non- 
socialistic German writers are usually particularly con- 
cerned to combat the allegations of the socialists and fur- 
nish a social justification of profit. 

KJeinwtichter views profit from the social standpoint as 
pay for taking the twofold risk of production — technical 
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and economic, a distinction made by Gross — and for the 
care of supervision. From the individual point of view it is 
a speculative gain arising from advantage taken of differ- 
ences between the prices of economic goods and the prices 
of the agents necessary to their production. In his fuller 
treatment in his book on distribution, Kleinwachter de- 
votes most of his energy to a sarcastic polemic against the 
English classical economic theory, according to which the 
prices of commodities should equal their costs of produc- 
tion or the sum of the w^ages, interest, and rent paid the 
agents employed to produce them. No serious criticism of 
this theory is attempted, however, nor any sign displayed 
of a comprehension of its real meaning as a statement of the 
limits of tendencies. The general conclusion that the exist- 
ence of profit follows from a divergence between the con- 
ditions of theory and those of fact is the starting-point of 
the present study. It is, of course, a statement of the 
problem, and not a solution of it; Kleinwachter virtually 
explains profit by ridiculing the idea that it should be 
thought to call for explanation. 

In other than the German-speaking countries the sub- 
ject of profit has not been prolific of independent mono- 
graphs and treatises, but has usually been dealt with as an 
integral part of the general theory of distribution (though 
there are some exceptions in France and Italy which would 
have to be noticed in a fuller historical treatment). It is, of 
course, impossible to take up even the important theorists 
in all countries and summarize their views, while any brief 
treatment by schools or groups would be misleading rather 
than helpful. The writers already mentioned pretty well 
cover the fundamental theories and standpoints, with ex- 
ceptions yet to be noted. ^ A very common x)rocedure is to 
treat profit as a special case of monopoly gain, or to com- 

^ A noteworthy innovation in the treatment of profit has been made 
by a recent French writer, M. B. Lavergne, in his ThSorie (les matMes 
ScoTiomiques (Paris, 1910). In his view profit is the remuneration of the 
idee 'produclrice, which is elevated to the position of an independent pro- 
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bine elements of monopoly position with other factors. 
This method is apt to degenerate into a mere confusion of 
the two income categories. The common use of the term 
“ monopoly profit” to designate monopoly revenue directly 
incites to this confusion. 

The first notable development in the field of profit theory 
in America was the work of General Francis A. Walker.^ 
Walker effectually emphasized the place and importance of 
the entrepreneur or “captain of industry,” and helped to 
free economic treatises in English from the careless han- 
dling of profit as an element in interest. His own “rent 
theory,” however, in sj)ite of its vogue at the time of its 
promulgation, need not now detain us. Walker wrote be- 
fore Marshall, Clark, and Hobson ® had shown that all 
incomes are like rent in the mode of their determination, 
and with that point once made clear the rent thcorj^ is 
reduced to a wage theory merely, and its special signifi- 
cance disappears. 

More recently the center of interest in the discussion of 
profit has shifted from Walker's theory to two other op- 
posed views, t he ** dynamic theory'* and the “risk theory 
respectively . The former is the view upheld by Professor 
XB. Clark and his followers and the latter is sponsored in 
particular by Mr. F. B. Hawley.^ Neither the connection 

(iuctive factor. His book outlines an ingenious and suggestive theory of 
distribution. See review by Professor A. A. Young, A7nerican Economic 
Review, vol. i, pp. 549 ff. 

^ Political Economy, part iv, chap. iv. See also “The Source of lousi- 
ness Profits and lleply to Mr. Maevane,” Quarterly Journal of Economics, 
vol. I, pp. 265 ff., and vol. ii, pp. 263 ff. (Maevane held a monopoly theory; 
cf. Quarterly Journal of Economics, vol. ii, pp. 1 ff. and 453 ff.) A view 
similar to that of Walker has been advocated in France by Lt'roy-Peau- 
lieu (Sr.). See Memories de r Academic des sciences morales ei politiques, 
vol. r, pp. 717 ff, and Trait/' d* economic politup/e, part iv, chap. ix. 

2 “Distribution as Determined by a Law of Rent,” Quarterly Journal 
of Economics, vol. v, pp. 289 ff. 

® “The Law of the Three Rents,” ibid., vol. v, pp. 263 ff. 

More exhaustive than either Clark or Hobson is Wicksteed, The 
Coordination of the Laws of Distrdmtion, London, 1894. 

* It is not meant that these are the only noteworthy advocates of the 
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between profit and changes in conditions nor that between 
profit and risk is an entirely new idea, but hitherto neither 
had been erected into a definite and ostensibly suflScient 
principle of explanation of the peculiar income of the en- 
trepreneur. These two theories call for somewhat fuller 
treatment. 

The dynamic t heory is a correlate of Profe ssor J. B. 
Clark’s theory of distribution in the profitless^^ta tic 
state.” ^ P r ofessor Clark outlines a systematic struct ure of 
theoreti cal economics in three main diyisioii s. 

The first treats of universal phenomena, and the second of 
static social phenomena. Starting with those laws of economics 
which act whether humanity is organized or not, we next study 
the forces that depend on organization but do not depend on 
progress. Finally it is necessary to study the forces of progress. 
To influences that would act if society were in a stationary state, 
we must add those which act only as society is thrown into a 
condition of movement and disturbance. This will give us a 
science of Social Economic Dynamics.^ 

T he static state is the state of “ natural ” adjustments of 
Ricardo and the early classical writers. 

Wh at are called ** n atural ” stan dards of values and ** nat ural 
or normal rates of wages, mtercst, and profits are in reali ty, static 
rates. They are identical with those whic;h w oulch be realized, if 

views in question, nor that other American writers on distribution have 
not been in some degree original in their treatment of profit. The dis- 
cussions by the various authors — Davenport, Ely, Fetter, Fisher, 
Johnson, Meager, Seligraan, Taussig, and others — are accessible every- 
where. Perhaps especial mention should be made of the chapter on profit 
in Carver’s Distribution of Wealth, Carver’s diwStinction between com- 
pensation for risk-taking and the results of successful risk-taking points 
to the direction in which a solution of the problem is to be sought. Other 
writers also have seen the imjjortance of a critical dissection of the risk 
concept, but none have so far carried out the work. Unquestionably the 
best of these textbook discussions is that of Professor F. M. Taylor in 
his unpublished Principles of Economics , a work characterized through- 
out by correctly reasoned and accurately stated theoretical argument. 

^ See The Distribution of Wealthy 1900; and Essentials of Economic 
Theory, 1907. 

* The Distribution of Wealth, pp. 30, 31. 
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a society were perfectly organized^ but were free from the dis- 
turbances that progress causes. . . . Reduc e society to a station - 
ary 'ltait% letnndui ^^ with entire ireedoni. make 

ail d cfipiial absolutely mobile . . . and you will have a r/*gime p f 
natural values,^ ] 

To realize the s tatic state, we should have t o eliminate 
five kinds of change which are constantly in progress : 

Five generic changes are going on, every one of which reacts 
on the structure of society, by changing the arrangements of that 
group system which it is the work of catallactics to study; 

1. Population is increasing . 

2. Capital is increasing . 

3. Methods of production are improving. 

4. The forms of industrial establishment s are changing, the 

efficient shops, etc., are passim? trom the held, and Th e 
inore effi cient are survivin g.: 

5. The wants of consumers are multinlviiif. ^ 

In the static state each-factor secures wh at it produces, 
and s ince cost and selling price arf olwfiY” 
be no profi ts l>evond for the routine work of super- 

vision. 

The prices of goods are in these older theories sidd to- be 

**natiiraT" when they equal the cost oT producing them; ... in 
realit y their ** neural prices’" were static prices.^ ~~ 

The prices that conform to the cost of production are, of course, 
those which give no clear profit to the entrepreneur. A business 
man whose goods sell at such rates w ill get wages for whatever 
amount of labor he may perform, and interest for any capital 
that he may furnish; but he wdll have nothing more to show' in the 
way of gain. He will sell his product for w'hat the elements that 
compose it have really cost him, if his own labor and the use of 
his capital be counted Jimoiig the costs. We shall see that this 
condition of no-profit prices exactly corresponds to the one that 
would result from the static adjustment of the producing groupis.'* 

^ The Distribution of Wealthy p. 29. 

2 IhU,, p. 59. 8 Ibid,, pp. 68-69. 

* lbi,d. Professor Josep)h Schumpeter, who has carried the static 
analysis farther in some respects than Professor Clark, points out that in 
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FroiSts are, then, the result exclusively of dynami c 
change, ‘‘Obviously, from all these changes two general 
resulls must follow: first, values, wages and interest will 
differ from the static standards; secondly, the static stand- 
ards themselves will always be changing.’’ ^ The typej) f 
dynam i c change is inventLo n; *‘a ii invention mak es it 
{ j^sibie to j roduce someth inir more cheaply. It first gives 
a profit to entrepreneurs and then . . . adds something to 
wages and interest. . . . Let another invention be made. 
... It also creates a profit; and this profit, like the first, is 
an elusive sum, which entrepreneurs grasp but cannot 
hold.” It “slips through their fingers and bestow s itself on 
all members of society.” ^ Thus the effect of any one 
dynamic c hange is tn produce fern norary profit s. Butin 
actual society such changes constantly occur, a nd tlie^re- 
adjustments are always in proces s. “As a result, we . . . 
have the standard of w^ages moving continuously upward 
and actual wages steadily pursuing the standard rate in its 
upward movement, but always remaining by a certain in- 
terval behind it.” ® 

In another sense profit is dependent on “friction’*: 
“The interval between actual wages and the static stand- 
ard is the result of friction; for, if competition worked with- 
out let or hindrance, ^ure Lusiness prQht would Be ati- 
nihilated as fast as it cou ld be created. . . ^ “Were it not 

lor thaT interval, entrepreneurs as such would get nothing, 

the static state there is no entrepreneur, properly speaking. The con- 
sumer, he adds, is really the entrepreneur; but it would seem preferable 
to say that the function is absent and let it go at that. (Theorie dcr 
Wirtschafiliche Entunckehmg.) 

^ The Distribution of Wealth, p. 404. 

2 Ihid.y p. 405. ^ Ibid,, p, 406. 

^ Ibid,, p. 410. This is fallacious even under the assumptions, since 
the profits of change come largely in the form of readjustments of capital 
Values. The difficulty is, of course, avoided if “friction" be so broadly 
defined that “perfect mobility" means the absen(‘e of all resistance to 
the human will. But in a world where a breath could transform a brick 
factory building into a railway yard or an ocean greyhound there W’ould 
be no need for economic activity or economic science. 
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however much they might add to the world's productive 
power/' ^ 

Th e fatal criticism of this procedure of taking, changes 
in conditions as the explanation and cause of profit is that 
it overlooks the fundamental question of the 
b etween a change that is foreseen a reasonable time in 
adTOnce and one that is unforeseen . Now, if we merely 
assume that all the */dvnamie changes" which Professor 
Clark enumerates, and any oth ers whi3PnaayT)e 
are foreknown for as ufhcient time heffw. they take pl^^ or 
t hat they take place continuously in accordance w ith laws 
g enerally and accurately known, so tha t thei r course may 
be predicted as far into the future as rAqnir^, 

t hen the whole argument based on the effects of change wil l 
fall completely to the ground,^ If the retort is made that 
this is a supposition contrary to fact and illici t, the a ns wey 
i s that it is only partly contrary to fac t. Some changes are 
foreseen and some are not, the laws of so^ are tolerab ly 
accu rately known, of others hardly at all:^ and the vari« 

' The Distribution of Wealth, p. 411. At this point Professor Clark 
makes a statement which if followed out would lead to serious question- 
ings in regard to his analysis: “Profit,” he says (p. 411), “is the lure that 
insures improvement, and improvement is the source of permanent addi- 
tions to wages. To secure progress, this lure must be sufficient to make 
men overcome obstructions and take risks," (My italics.) It would seem 
that effort and risk have some connection with the income of the “entre- 
preneur as such,” as well as change and friction. Along the same line is 
the statement in his first chapter (p. 3) that “free competition tends to 
give to labor what labor creates, to capitalists what capital creates, and 
to entrepreneurs what the coordinating function creates.” When we ask, 
as we presently shall, whether the “effort” and “risk” connected with 
making progress, or the income to which they give rise, are essentially 
different from any other effort and risk and their incomes, we shall find 
ourselves forced to answer in the negative, and to look outside the fact 
of change altogether for an explanation of the unique income of the 
entrepreneur. 

* It may be objected that in regard to some changes it is an absurdity 
to imagine their being foreseen, since this would cause them to take place 
at once. The statement doubtless holds in regard to some discoveries 
of fact, wjhich to anticipate would be to make them now. But not many 
ol the dynamic economic changes are of this sort. The accumulation of 
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ation in foreknowl fiHgg miikes it niHispfinsahlft to 

s eparate its effects from those of change as such if a ny real 
und erstanJing of the elements of the situ^ion is _tQ ie 
attaine d. It is evident that a society mi^ht be ever s o 
d ynamic, P rofessor Clark defines the term, and yet have 
all i ts prices ** natural'" or constantly ^ual to production 
costs, excluding any chance for the entrepreneur to secu re 

I a net profi t . It is fallacious to define ‘"natural'* cond ition^ 
as static'' conditions . 

No a 'priori argument is necessary to prove that with 
general foreknowl edge of progi’cssive changes no l osses rmd 
no chanc e to m ake profits \^1 arise out of the m. This is the 
first principle of speculation, and is particularl y familiar in 
the c apitalization of the anticipated increase in tEF value of 
l and. ^Le effect of any change which can be foreseen will 
be ^equately discounted in advance, any “costs” con- 
nected wit h it will be affected in exactly the same w ay as 
t he corresponding “values” and no separation between the 
two will take plac e. 

It wdll be interesting to follow this line of thought some- 
wdiat farther, as suggested above in connection with Pro- 
fessor Clark’s characterization of profit as the lure that 
causes men tomakethe efforts and take the risks involved in 
progress. It is in fact but a short step from the foreknowl- 
edge of change to the fact that change in reality doe s not 
usually just happ en, but is l argely itself the result oFhu- 
m an activi ty. It is evident t hat if the laws of economical ly 

capital and increase in population are in fact relatively predictable and 
the broader features in tiie development of wants are known and the 
knowledge has no effect on the changes themselves. It is possible even 
to predict discovery of natural resources without saying just where they 
will be found, and the making of an invention without actually writing 
the specifications, Tlie probability that inventions will be made and 
processes improved is in fact very frequently taken into account in mak- 
ing valuations and determining business policies. The assumption that 
all change might be predictable is contrary to fact, but not self-contra- 
dictory, and we leave it to the argument as a whole to justify its useful- 
ness as well as legitimacy. 
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s ignificant changes are known, those human 
g ive rise to such changes will be governed bv the sam e 
motives as the operations productive of immediate ut ili- 
t ies, and in the c ompetition of resou rces for p rofitable em- 
ploym ent returns will be adjusted to equality between the 
two ficLSs o^ use , industrial progress woulJ^^ilainly take 
place under these conditions quite as readily as where the 
operations giving rise to it gave highly unyjredictable re- 
sults, but the rewards of making inventions, discovering 
new naturari^sources, etc., with the speculative character 
of the operations once removed, w^ould b e in no wise differ - 
ent from w-a gcs, interest, an d rent m any other line of pro - 
du^trv'e acEivity. They would be equal m amount, deter- 
nimed in the same way, in the same competitive market, 
and in short would be wages, interest, and rent merely, and 
not profit. And this is wdiat does come about to the extent 
that progress can be foreseen, which is to say in very large 
measure. Dynamic changes give rise to a peculiar form o f | 
income only in so far as the changes and th eir co nsequences j 
are unpredictable in charact er. 

It cannot, then, be change, which is the cause of profi t, 
since if the law of the change 'is known, as in fact is largely th e 
case, no profi ts can arise . Th e connection between cha nge 
a nd protit is uncertain and alw^ays indirec t. Change may 
cause a situation out of which profit will be made, if it 
brings about ignorance of the future. Without change of 
some sort there would, it is true, be no profits, for if every- 
thing moved along in an absolutely uniform w^ay, the 
future would be completely foreknown in the present and 
competition w^ould certaiiily adjust things to the ideal state 
where all prices would c(iual costs. It is this fact that 
change is a necessary condition of our being ignorant of the 
future (though ignorance need not follow from the fact of 
change and only to a limited extent does so) that has given 
rise to the error that change is the cause of profit. 

Not only may change take place without occasioning 
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profit, but profit may also arise in the e ntir e abse nce gf 
any ^ dynamic** or progressive changes of th e kin d enu- 
merated by Professor Clark . If conditions are subject to 
unpredictable fluctuations,^ ignorance of the future will 
result in the same way and inaccuracies in the competitive 
adjustment and profits will be the inevitable consequence. 
And the failure of an anticii)ated change to occur is the 
same in effect as the occurrence of an unanticipated one. 
It is not dynamic change, nor any change, as such, which 
causes profit, but tlie TTivergence of actual condit ions 
f rom those which have been exjjected and on the basis of 
which business ar rangements have been made . For a sat- 
isfactor 3 explanation of profit we seem to be thrown back 
from tlie “ dynamic'" theory to the Uncertainiy of th e 
i Fuiure, a condition of aflairs loosely designated by the 
I tom risk '" m ordinary language and in business pa r- 
la nce.. 

Except for one or two passing references. Professor Clark 
does not take up the subject of risk in the treatise from 
which we have quoted. In a short article on “Insurance 
and Profits “2 (\\rritten in refutation of Mr. Hawley) he 
takes the position that risk-taking gives rise to a special 
category of income, but that it accrues to the capitalist, 
and cannot go to the entrepreneur, as such. How he would 
treat this income, what relation it would bear to interest, he 
does not tell us. But it is no part of profit, wdiich is de- 
fined as “the excess of the price of goods over their cost.*’* 
“It goes without sajdng that the hazard of business falls 
on the capitalist. The entrepreneur, as such, is empty- 
handed. No man can carry risk who has nothing to lose.” ^ 
In his later work, the “Essentials of Economic Theory,” 

^ It is necessary to stipulate that the fluctuations must be of suflacient 
extent and irregularity that they do not cancel out and reduce to uniform- 
ity or regular periodicity in a time-interval short in comparison with the 
length of human life. 

* Quarterly Journal of Economics^ vol. vii, pp. 40-54. 

• Ibid., p. 41. * Ibid., p. 46. 
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the subject of risk again receives scant attention.^ Risks 
are simply ruled out of the discussion, since ‘‘the greater 
part of them arise from dynamic causes,” and the “un- 
avoidaVjle remainder” of static risk can be taken care of by 
setting aside “a small percentage of the annual gains [of 
each establishment, which] . . . wull make good these losses 
as they occur and leave the businesses in a condition in 
which they can yield as a steady return to owners of stock, 
to lenders of . . . capital, and to laborers all of their real 
product.” 

I^is clear that Professor Clark admits that his perfectly 
competitive state implies substantially perfect knowled ge 
on the part of all members of society of present and future 
facts significant for the ordering of their business condu ct. 
Dr. A. H. Willett ^ has supplemented the theory of the 
static state in this field, and Dr. A. S. Johnson has some dis- 
cussion of it in his study of rent.^ Willett recognizes that 
the disturbing effects of progress do not constitute the sole 
cause of divergence betw^cen actual society and the theo- 
retical ide al; “the conception of the static state is reached 
by a process of abstraction,” which “cannot stop” with 
the eiiimnalion of the five dvnamic.^r iia£fles : ” ' 

If all dynamic changes \y cre to cease, the ideal static state 
W’ould ne ver Txrrealized m liumah society. There 
sumpllohs wliicTi have to be made, such as a high degrr<Vir>^ f 
molulity "oCcamhd And Labor, the u niversal Prevalence of the 
economic motive, and the power of accurately foreseeing “Uie 

fviyre rrr' — - ^ 

It is the influence of the last of these disturbing factors on 
static rates of wages and interest that we are to seek to deter- 
mine. The ideal adjustment could be realized only on the condi- 


* Footnote, pp. 122-23. 

* The Economic Theory of Risk and Insurance, Columbia University 
Studies in Political Science, vol. xiv, no. 2. 

® Rent in Modern Economic Theory. Publications of the American 
Economic Association, 3d Series, vol. tit, no. 4. See chapter vi: “Rent, 
Profit, altid Monopoly Return.* ** (Both these monographs are doctoral 
dissertations written under Professor Clark’s supervision.) 







40 


RISK, UNCERTAINTY, AND PROFIT 


tion that there wer e no discrefanrii*.^ htitiDpf.n thp. nntiApalpA mtd 
tJw actual remits of econoynic acti vity. P roduct ion and consump- 
tion must go on eiUie rwith absolute uniform w ith a regular 

penoHi^ yd 

From the above «ad missi on that the static state is not an 
adequate formulation of the conditions of Ideal competi- 
tion, it would be an easy inference in line with static theory 
as a whole that some modification in the treatment of 
profit would be cal led fo r. But this inference is not drami 
by the author quoted ~ He is not looking for and does not 
find any connection between profit and risk. He agrees 
explicitly with Clark that the entrepreneur takes risk only 
as a capitalist, and that the income resulting is therefore 
not profit. In his discussion of the reward for risk-taking, 
Willett states even more emphatically than Clark had done 
the contention that only the capitalist as such can take 
risk or get the reward of risk-assumption. To him this 
“seems to be a self-evident proposition,’’^ hut he fails to 
take account of the familiar fact that men may secure their 
obligations in other Tvays than through pledging material 
resources already owned and invested, as for example by 
mortgaging their current income from all sources and their 
future earning power. 

In his discussion of profits referred to above. Dr. John- 
son makes some reference to risk, but he also makes no 
attempt to find in it an explanation of profit. He dis- 
covers four elements in “the income of a fortunate and 
capable entrepreneur.” 

(1) A gain due to chance, offset by a smaller loss (home, how- 
ever, by some other entrepreneur); (2) a gain due to his owm 
power of combining labor and capital in ways more effective than 
those usually employed in tlie community; (3) a certain sliare in 
the first fruits of economic improvements; (4) a part of the gains 
which entrepreneurs as a class secure through the fact that their 
services are limited in proportion to tlie demand for them. 

^ Willett, ojp. cit., pp. 13-14. (Aly italics.) 

* Ibid,, p. 72. 
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We need not stop to criticize this analysis in detail; it 
might be pointed out that shares (2) and (4) are identical, 
and that neither formulation would distinguish profit 
from wages (and (4) not from any other income, as we have 
remarked above); (3) is a reference to the “dynamic” ex- 
planation of profit and is unclear without further elabora- 
tion; (1) seems to point to a connection between profit 
and risk, but this is not worked out. It is clear that these 
discussions of risk, as emendations of the dynamic theory, 
make no pretense of explaining the connection between 
profit and uncertainty which our discussion of Professor 
Clark’s treatment showed to be necessary. Roth wriicr-g 
are, indeed, opposed to and attempt to refute the doctrine 
t Eat mdfit IS th e re sult of as?m~mlng risk . ^ 

The doctrine that profit is to be explained exclusively 
in terms of risk has been vigorously upheld by Mr. F. B. 
Hawley,^ who finds in risk-taking the essential function of 
the entrepreneur and therefore the basis of his peculiar in- 
come. In Mr. Hawley’s distributive theory the entre- 
preneur, or “enterpriser” as he is called, plays a role of 
unique importance. Enterprise is the only really produc- 
tive factor, strictly speaking, land, labor, and capital be- 
ing relegated to the position of “means” of production. 
In regard to profit, the reward of enterprise, Hawley says; ^ 

^ The most complete exposition of Hawley’s theory is in his book. 
Enter jyrisc and the Proditdwe Process (1907). Articles of earlier date in 
the Quarterly Journal of Economics contain briefer statements. 

^ An earlier attempt by Mr. Hawley to prcKsent the essentials of his 
theory in the most compact form is superior in some respects and is 
worth quoting: 

“The final consumer is forced to include in the price he pays for any 
product not only enough to cover all the items of cost to the entre- 
preneur, — among which items is a sum sufficient to cover the actuarial 
or average los.ses incidental to the various risks of all kinds necessarily 
assumed by the entrepreneur and his insurers, — but a further sum, with- 
out which, as an induvemenl, the entrepreneur, or enterpriser, and his 
insurers will not undergo or suffer the irksomeness of l>eing exposed to 
risk, • 

“This surplus of consumer’s cost over entrepreneur’s cost, universally 
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. . . the profit of an undertaking, or the residue of the product 
after the claims of land, capital, and labor (funiiKshed by others 
or by the undertaker himself) are satisfied, is not the reward of 
management or cotirdination, but of the risks and responsibilities 
that the undertaker . . . subjects himself to. And as no one, as a 
matter of business, subjects himself to risk for what he believes 
the actuarial value of the risk amounts to — in the calculation 
of which he is on the average correct — a net income accrues to 
Enterprise, as a whole, equal to the difference between the gains 
derived from undertakings and the actual losses incurred in them. 
This net income, being manifestly an unpredetermined residue, 
must be a profit, and as there cannot be two unpredetermined 
residues in the same undertaking, profit is identified with the re- 
ward for the assumption of responsibility, especially, though not 
exclusively, that involved in ownership.^ 

Mr. Hawley is in agreement with Professor Clark and 
his followers in defining profit as “residual income,” and 
as to the nature and basis of the special income connected 
with the assumption of risk as an excess of payment above 
the actuarial value of the risk, demanded because exposure 
to risk is “irksome”; but Hawley insists that residual in- 
come and uncertain income are interchangeable concepts,^ 
w^hile Clark is equally sure that the reward of risk-taking 
necessarily goes to the capitalist as such and that the pure 
profit of the entrepreneur is a species of monopoly gain 
arising in connection with dynamic disturbances, and that 
his only income under static conditions would be wages of 
management or coordination. Hawley contends that such 

regarded as profit, and, from the nature of the case, an unpredetermined 
residue, is the inducement for the assumption by the entrepreneur, or 
enterpriser, of all the risks, whatever their nature, necessitated by the 
process of production. As the inducement to any given action and the 
reward for that action are the same thing, — the difference l^ing not 
in the thing itself, hut only in the point of time from which it is looked 
upon, — the unpredetennined residue, which served as the induciement 
to risk at the commencement of any industrial transaction must necessa- 
rily, when determined and realized at its close, be regarded as the result, 
reward, of the risks undergone.” (Quarterly Journal of Economics, vol. 
XV, pp. 603-20.) (In the original the portion quoted is all in italics.) 

1 Op, cii., pp. 106-07. 

* Quarterly Journal of Economics, vol. vii, p. 465; vol. xv, p. 88. 
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income is wages merely, and not profit, and does not 
distinguish between “static” and “dynamic*’ conditions* 
Coordination, however, is in his view distinguished from 
labor by the fact of proprietorship, “which is the very 
essence of the matter in dispute.”^ Profit cannot be the 
reward of management, for this can be performed by hired 
labor if the manager takes no risk, but this individual is no 
longer an entrepreneur. 

It is admitted that the entrepreneur may get rid of risk 
in some cases for a fixed cost, by means of insurance. But 
by the act of insurance the business man abdicates so much 
of his entrepreneurship, “for it is manifest that an entre- 
preneur who should eliminate all his risks by means of in- 
surance would have left no income at all which was not 
resolvable into wages of management and monopoly 
gains” (i.e., no profit). ^ To the extent to which the busi- 
ness man insures, he restricts the exercise of his peculiar 
function, but the risk is merely transferred to the insurer, 
who by accepting it becomes himself an enterpriser and the 
recipient of an unpredetennined residue or profit. “The 
reward of an insurer is not the premium he receives, but the 
difference between that premium and tfie loss he eventu- 
ally suffers.” ^ 

The clue to the di sagreement and to the straightenin g- 
out of the facts as well is to be found in a confusio n 
fallen into by those on both sides of the 
assuming that the “actuarial v alue” of the risk s taken i s 
known to the entrepreneur. ^I'liere is a fundamental dis- 
tinction between the reward for taking a known risk and 

^ “Enterprise and Profit/' Quarterly Journal of Economical vol. xv, 

p. 86. 

2 Quarterly Journal of Economics^ vol. vii, p. 464. It should be ex- 
plained that “monopoly gain’' for Mr. Hawley includes all income due 
to limitation, and he finds that it forms a considerable portion of wages 
and interest, all of rent, and a large part of profit. We have repeatedly 
observed examples of this fallacy and remarked that there is no income 
which* is not due to the “scarcity" of the agent securing it. 

* Enterprise and the Productive Process, p. 111. 
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that for assuming a risk whose value itself is not known. 
It is so fundamental, indeed, that, as we shall see, a known 
risk will not lead to anv reward or special payment at all. 
Tliough Willett distinguishes between “uncertainty^ and 
“risk” and the mathematical probability of loss,^ he still 
treats uncertainty throughout his study as a known quan- 
tity. “ The same applies to Johnson; he also implicitly rec- 
ognizes at various points that the true chance or actuarial 
value of the risk may not be known, and devotes some 
space ® to Thunen’s emphasis on the distinction between 
insurable and uninsurable risks; but he also fails entirely to 
take account in his discussion of profit of the fact that the 
risk involved in entrepreneurship is not and cannot be a 
known quantity. 

In a similar way Hawley repeatedly refers to the fact of 
uninsurable risk as well as to “pure luck ” and to “changes 
that no one could have foreseen,” but he fails to inquire 
into its meaning or to recognize its theoretical import.'^ 
Once he goes so far as to say that “the great source of 

^ Op. city pp. 27 ff. 

* Risk is defined as “the objective correlative of the subjective un- 
certainty” (p. 29), which varies with the mathematical chance of loss in 
such a way as to be at a maximum when the chances for and against the 
event are exactly even. Rut it is still to be regarded as a known quantity, 
since the mathematical chance is assumed to be known. Willett nowdjere 
makes an explicit statement on tliis point, as Hawley does (see quotat ion 
in text on p. 42 above), but his discussion clearly shows that it is viewed 
as a known quantity. He takes his illustrations from games of chance or 
from the field of insurance, speaks of the influence of “a given degree of 
risk” (p. 65) on investors, etc. He does recognize the fact that the degree 
of risk is not always known in fact, and discusses methods of estimating 
the degree of risk; but (pp. 66 and 76) he expressly eliminates from the 
discussion the consequences of error in estimating the true value of the 
risk. 

* Op. cit.y p. 112. 

* The reader will recall that many of the early discussions of profit 
(discussed in the early pages of this chapter), notably those of v. Mari- 
goldt and v. TliUnen, recognized the fact that some risks are insurable 
and others are not. No explanation of the fact, however, has been given, 
beyond phrases such as “ in the nature of the case,” which imply that it 
does not call for explanation. 
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monopoly profit is to be found in the fact that the actuarial 
risk of any given undertaking is not the same for different 
entrepreneurs, owing to differences among them in ability 
and environment”;^ and again, that “profit is the result of 
risks wisely selected.” Even here, however, he fails to 
develop the point and draw the consequences from the fact 
that the actuarial value of the risk undergone by any ven- 
turer is not laiown, either to himself or to his competitors. 

In a sense Mr. Hawley comes still nearer to the crux of 
the matter in his insistence on the responsibility and risk of 
proprietorship as the essential attributes of entrepreneur- 
ship. The entrepreneur is the owner of all real wealth, and 
ownership involves risk; the coordinator “makes decisions,” 
but it is the entrepreneur who “accepts the consequences of 
decisions.” ^ He admits that others than the recognized 
entrepreneur are subject to risk; the landlord is also a pro- 
prietor, and his land may change in value: the capitalist 
especially requires payment for the large risks he runs, and 
a part of both rent and interest is accordingly profit. A 
person who invests his own capital in any form of opportu- 
nity necessarily combines the two functions of capitalist 
and enterpriser. The same should apparently apply to the 
laborer, who is also admitted to run risks. 

Mr. Hawley does not regard the term “risk” as calling 
for special definition, but it is clear that, like the other 
writers, he treats it as a known quantity; he says this much 

^ “The Risk Theory of Profit/’ Quarterly Journal of Economics^ vol. 
VII, p. 468. 

* Enterprise and the Productive Process, p. 108. Cf. (Carver, “Risk 
Theory of Profits,” Quarterly Journal of Economics, vol. xv, |)p. 456 ff., 
and The Distribution of Wealth, chap. 'vai. Also A. A. Young in Ely’s 
Outlines of Economics, 3d ed., chap. xxv. The phrase “successful risk-, 
taking,” used by both Carver and Young, like Hawley's “risks wisely 
selected,” is certainly descriptive of the origin of profits. Wiat is wanted 
is an examination of the meaning of risk-taking wdiich will elucidate the 
conditions under which it will be successful and show the significant 
differences between eases of success and cases of failure. 

• “Enterprise and Profit,” Quarterly Journal of Economics, vol. xv, 

p. 88. 
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explicitly.^ He and his opponents alike have failed to ap- 
preciate the fundamental difference between a determinate 
uncertainty or risk and an indeterminate, unmeasurable 
one. The only practical bearing of the question as to 
whether the value of the risk is known which is recognized 
by Hawley is to determine whether it is likely to be insured, 
which is to say merely who will get the “profit” for as- 
suming it; even this point is not very ex])licitly made. 
Now a little consideration will show that there can be no 
considerable “ irksomeness ” attached to exposure to an in- 
surable risk, for if there is it will be insured; hence there 
can be no peculiar income arising out of this alleged in- 
disposition. If risk were exclusively of the nature of a 
known chance or mathematical probability, there could be 
no reward of risk-taking; the fact of risk could exert no 
considerable influence on the distribution of income in any 
way. For if the actuarial chance of gain or loss in any trans- 
action is ascertainable, either by calculation a priori or by 
the application of statistical methods to past experience, 
the burden of bearing the risk can be avoided by the pay- 
ment of a small fixed cost limited to the administrative 
exj>ense of providing insurance. 

The fact is that while a single situation involving^ a 
known risk mavTj^ r^^^arded^s **uncertaTn,” ttiTs u iiqer- 
tainty is easily converted into effective certainty: for in 
a considerable number of such cases the results beco me 
predictable in accordance with the laws of chance, a nd the 
error in such prediction approaches zero as the pumb er of 
c ases is increased . Hen ce it is simply a mattf*r of an elc- 
mentary development of b usiness organizatio n to com- 
bine a sufficient number of case s to reduce the uncer tainty 
to any d esired limits. Ttis is, ol c ourse, what is accom- 
plished by the instiiution ot msurailc^ 

It is true that the person subject to such a risk may 
voluntarily choose not to insure, but it is hard to distin- 
^ See above, p. 42. 
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guish such a course from deliberate gambling, and econo- 
mists have not felt constrained to recognize gambling gains 
in general as a special income category in the theory of dis- 
tribution. If it is objected that practical difficulties may 
prevent insurance even where the risk is determinate, the 
reply is that insurance, in the technical sense, is only one 
method of applying the same principle. We shall show at 
length in our general discussion of risk and uncertainty 
that if the risk is measurable, but the “moral factor” or 
some other consideration makes ordinary insurance in- 
applicable, some other method of securing the same result 
will be developed and employed. When the technique of 
business organization has reached a fairly high stage of 
development a known degree of uncertainty is practically 
no uncertainty at all, for such risks will be borne in groups 
large enough to reduce the uncertainty to substantially 
negligible proportions. 

The result of the foregoing analysis should be to sho w the 
inade quacy of th e two opposed theories of profi t and to in- 
dicate the reasons forlt and the direction in which a tenable 
solution of th e problem of profit i s to be sought. It has 
been seen, firs t, that change as such Cannot upset the com- 
petitive adjustment if the law of the changelS^nowhT^d 
no^ secondly, tliat an unpredictable cliange wiTl te siS- 
larly ineffective if the chance of i ts occurrence can be 
measured in any way. In a well-orgamzed society, "if 
business men know either (1) what actual changes are im- 
pending or (2) the “risks” they run — i.e., w hat is the 
probability of any particular occurrence, — the effect jn 
the long run is the same; the only result of such changes 
wiIT be a”certain7ectistnbution of productive energy w hich 
will take place continuously and without any distu rbance 
of perfect c ompetitive conditions.^ The fact that predic- 

^ It must be understood that by laws and chances being “known/’ 
we mean that they are generally known, known to all to whom they are of 
any concern. 
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tion may involve costs, and likewise the or^ranization for 
gro uping risks and eliminating their u ncertainty, dog^s not 
neg ate the truth of the proposition, so 
a re given elements in the competitive situat ion. 

Y'et it is equally evident that there is a principle of trut h 

in both the dynamic'' and, the **risk*' thenrips 

true theory must to a considerable degree reconcil e JLlie two 
views. On the one hand, pr ofit is in fact bound up in 
economic change (but because change is the condition of 
uncertainty), and on the other, it is cl early the result of 
risk, or wh at good usa^ calls ^ ^iTch, but onrY2>l a... IJ^ 
kind of risk, which is not susceptible of n'^easiiremen t. 
The Clark school has confused change with a common but 
not universal or necessary implication of change, and both 
schools have followed everyday speech into the fallacy of 
tre ating risk as a substantially homogeneous*“caTegofy, 
where a funHamental clitferen ce in Ends of rlsFTs in Tact 
t he key to tbe mvsto v. 

The meaning of “uncertainty,” and of the different 
kinds of uncertainties, and their significance in competitive 
economic relations, will therefore constitute the principal 
su bject which we have finally to investigate im lhe i)resent 
study. The next step in the progress of the argument will 
be to lay a comparative basis fur this investigation by at- 
t empting to gain a clear view of the mechan ism of earn- 
n etitivc valuation and distribution as they would be i f un- 
certainty and its correlative profit were entirely abs ent. 
The next three chapters will therefore be taken up with an 
examination of the conditions and workings of a perf ectly 
c ompetitive society; of these^conditions the .. crucial, one 
will constantly appear as the possession of accu rate ^nd 
certam kno wledge of t he whole eco nomic situation by all 
tibe competitors. 




PART TWO 

PERFECT COMPETITION 




CHAPTER III 

THE THEORY OF CHOICE AND OF EXCHANGE 

We turn now from historical and critical considerations 
to the real work of construction. We have seen that the 
historic body of economic theory rests upon the assumption 
of perfect competition, but that the precise character of 
this assumption has been partially implicit and never ade- 
quately formulated. We do not criticize the older econ- 
omists for making abstract assumptions in order to sim- 
plify and analyze their problem, but contend that the 
assumptions actually made and their implications need to 
be brought to the surface and emphasized. To display 
these implicit premises of theoretical reasoning is, we have 
argued, to exidain the problem of profit, the absence of 
which is the essential distinction between theoretical and 
actual economic society. This explanation will immediately 
take the form of a general Inquiry into ‘‘Uncertainty,’’ the 
presence or absence of which will appear as the most 
important underlying difference ^ between the conditions 
which theory is compelled to assume and those which 
exist in fact. The present chapter and the two next follow- 
ing will be taken up with the attempt to define and analyze 
perfect competition. The argument is to be regarded as a 
condensed summary of classical economic theory, with es- 
pecial reference to and emphasis upon those premises and 
implications which have not been adequately emphasized 
in the theory itself and have been liable to escape the ob- 
servation of its readers. Aside from this special emphasis 
the argument will differ not a great deal from that of J. S. 
Mill and very little from Marshall’s “Principles,” 

Economics is a human science; its foundations are laid in 
^ Outside of monopoly considerations. But see chapter vi. 
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the principles of human behavior, and consequently we 
must begin with some observations on the psychology of 
human conduct which controls economic life. Economic 
analysis may be truly said to deal with *'condu^,^’ 
Spencerian sense of acts adapted to ends, or of the adapt a* 
t ion of acts to ends, in _cijiiJxast with th e broader categ ory 
of “ behavior ”Jn g eneraL^ It assumes that men’s acts are 
ruled by conscious motives; that, as it is more ordinarily 
expressed, they are directed toward the “satisfaction of 
wants.” ^ At the very outset the science is thus subjected 
to notable restrictions, since it is only to a limited extent 
that our behavior, even our economic behavior, is of this 
character. Much of it is more or less impulsive and capri- 
cious. The co nclusi ons of econom ic theory must in general 
be admitted subject to the qualification, in soTar as men’s 
economi c activities are rational or plan ned. 

This limitation is far more sweeping in its scope and im- 
port than is easily imagined. It raises the fundamental 
question of how far human behavior is inherently subject 
to scientific treatment. In his views on this point the 
writer is very much of an irrationalist. In this view the 

' This is intended as a statement of historic fact, not a dogma of 
necessity or desirability. To the extent that in behavior of any other sort 
principles may be discovered of a sufficiently general applicability to en- 
able useful conclusions to be drawn from them, there is no reason why 
such principles should not be incorporated in the premises of pure theory. 
On the other hand, it is indisputably legitimate to begin, as an early ajv 
proximation to reality, with the assumption that all the behavior of wliich 
we treat is of the character which certainly belongs to a great part of it. 
In any case we have to separate fundamental tendencies by such a proc- 
ess of analysis (i.e., abstraction) if we are to know anything about them 
individually. Here we are not concerned to inquire into the possibilities 
of an economics of instinct and reflex, much less to build up the science; 
we rest on the fact that the historic body of speculation has dealt with 
that section of behavior which we call “conduct,” and, in line with our 
leading aim, point out the corresponding limitations of the conclusions 
from the reasoning. It would be futile to insist further (for those who 
have not grasped the point already) that limitations are no valid ob- 
jection to a theory, — may even be a condition of its having any worth, 
— but the limitations must be recognized and appreciated. 
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whole interpretation of life as activity directed toward 
securing anything considered as really wanted, is highly 
artificial and unreal. To be sure, this characterization seems 
to hold good for an individual at a given time and place, if 
the time is short enough. It is the way we think of our- 
selves as acting, not for the sake of the action or experience 
itself, but in order to some ulterior object. If, however, the 
object is merely accidental and temporary, such “wants’’ 
are of little service in interpreting an economic process 
which must look far forward. It is the writer’s belief that 
this view of behavior, even though it is the view taken by 
the subject himself, is superficial at best. It appears that a 
relatively small fraction of the activities of civilized man 
are devoted to the gratification of needs or desires having 
any foundation beyond the mere fact that an impulse 
exists at the moment in the mind of the subject. 

Most human motives tend on scrutiny to assimilate 
themselves to the game spirit. It is little matter, if any, 
what we set ourselves to do; it is imperative to have 
some objective in view, and we seize upon and set up for 
ourselves objectives more or less at random — getting an 
education, acquiring skill at some art, making money, or 
what-not. But once having set ourselves to achieve some 
goal it becomes an absolute value, weaving itself into and 
absorbing life itself. It is just as in a game where the con- 
crete objective — capturing our opponents’ pieces, carry- 
ing a ball across a mark, or whatever it may be — is a 
matter of accident, but to achieve it is for the moment the 
end and aim of being. And, as in a game again, so with 
life generally, the social situation furnishes much of the 
driving power, though again there are many who can be- 
come intensely interested in solitaire. 

The basis of a science of conduct must be fixed principles 
of action, enduring and stable motives. It is doubtful, 
however, whether this is fundamentally the character of 
human life. What men want is not so much to get things 
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that they want as it is to have interesting experiences. 
And the fact seems to be that an important condition of 
our interest in things is an element of the unanticipated, of 
novelty, of surprise. We must beware of the temptation to 
judge the nature of our conduct by the w.ay in which we 
think about it. To think about it is, of course, to rational- 
ize it, at least to “think" in the scientific sense, which has 
pretty well preempted the word. 'Logical thought is in- 
strumental in character, a device for controlling and using 
the environment. It is, perhaps, a vice of Western civiliza- 
tion that the habits of thought which condition our won- 
derful material achievements tend to be carried over into 
the sphere of our personal lives. The writer ventures to 
surmise that this sort of thing is approaching, if it has not 
already reached, a climax. The fever of achievement in an 
external sense which now dominates our attitude toward 
life may be expected to give place to a saner, more epi- 
curean view. Men will think more in terms of thought, 
beauty, and joy for their own sakes and less in terms of 
what things are good for, what can be done or gotten with 
them.^ 

I ^Economics, as we have observed before, is the science of a 

\ certain form of organization of human activities. The fact 
of organization still further limits the scope of the dis- 
cussion to the rationalistic view of activity as directed to 
the satisfaction of wants conceived as given and permanent 

^ It is impossible to follow out this line of thought to tlie length that 
its importance really justifies. Considerations somewhat along the line 
suggested are ably put forward in a lecture on John Ruskin as an Econ- 
omist, by Patrick Geddes (The Round Table Series); also by Professor 
H. W. Stuart in his essay on “The Phases of the Economic Interest,” in 
the volume by Dewey and others entitled Creative Intelligence. Cf. also 
Wesley C. Mitchell, “Human Behaviour and Economics,” Quarterly 
Journal of Economics, vol. xxix, pp. 1 ff. 

At the opposite extreme a presentation of economics uncritically ration- 
alized and devitalized to the point of approximate chemical purity may be 
found in the writings of Professor T. N. Carver. The old economists em- 
ployed the concept of an economic man deliberately and intelligently; for 
Carver he is literally the man in the street. 
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entities. Conduct itself is necessarily forward-looking, but 
organized conduct is still more sq^ Any macdiinery of or- 
ganization implies relatively much taking thought, since it 
requires time for its development and time for its operation. 
A most essential feature of economic organization as it 
exists is its anticipation of the wants of the consumer 
over a long and ever longer period of production; and 
this anticipation implies stability in the character of the 
wants themselves. 

A clear view of what we are doing demands special em- 
phasis on this character of economic theory as the science 
of a system of organization. Human activity might be 
relatively unorganized or it might be organized in many 
different ways. History, and especially modern history, is 
largely the story of progressive organization and its changes 
in form. Organization is nearly synonymous with division 
of labor. In organized activity individuals perform differ- 
ent tasks, and each enjoys the fruits of the labor of others. 
The two fundamental problems of organization are the 
assign ment of tas¥s and the~Tppoftioh meht of rewards. 
In unorganized action each person performs all the Tasks 
by whose performance he benefits, and his reward is the 
immediate, physical benefit of his own work. But when 
men work together some machinery must be provided to 
give each his special work and to determine the amount of 
the results of others’ effort which he shall obtain and the 
amount of his own product which he shall give up to 
others. 

Modern industrial society, the “existing economic 
order,” performs this twofold* task through £^e 

a^r^ement and volunlary exchange betwee n individiuils 
themselve s. Economic theory is the analysis _pLJ:his 
mechanism, viewed for the scientific purpose of simplifica- 
Fiuii as tfab onl^ form of human relationT" G oing back to 
mcdii fcval times or to the America n frontier, we find rel- 
atively little joint activity, except for the division of labor 
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between the sexes and in the family. Such organization as 
existed for war, religion, etc., was not along free exchange 
lines. But there was always some commerce with different 
regions, and this has always been worked out largely 
through exchange. As time passes we find that the greatest 
change is in the development of organization, and espe- 
cially of the voluntary, free exchange type, though, to be 
sure, the functions of the political state develop also. We 
can imagine that industrial progi'ess might have taken a 
very different form. The problems of the apportionment 
of tasks and rewards might be solved for a complicated, 
technical civilization by an autocratic, theocratic, or mili- 
taristic giving of orders and rationing of produce in which 
the individual would have no voice in the least detail either 
of his work or his enjoyment.^ Or, again, we might have 
any one of numerous forms of democratic socialism. Some 
(the anarchists) have imagined that organization might be 
carried out without either exchange relations or a central- 
ization of authority, simply by general consent. But it has 
been and is done principally through competitive free 
agreement, and our task is to study this mechanism and 
not any other. 

I The first essential of the existing syste m i s that it solves 
/i ts two fu ndamental pro Tleni s one. Itlslndivid- 

ualistic; it apportions tasks through the aj)portionment of 
fe^fds; it is auto m ^c sy st^ i , in which the interrela- 
tions of individuals are determin^lSy^^Telf-seig^^ on the 
part of each. The foundation of the process is the private 
ownership of productive resources — a synonym for indi- 
vidual freedom. There is (as we shall see more at length as 
we proceed) no difference in principle between the ownership 
of one’s own powers and the ownership of other productive 
resources. The essence of ownership is the association or 
union of these two facts; (1) control of the agency, and f2) 

^ The extinct civilizations of Mexico, and especially of Peru, are 
alleged to have been largely of this character. 
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the right of disposition over its product. Modern society 
(on the economic side) is organized on the theory that the 
owners of productive resources will find their best use and 
place them in it, because in that way they can procure the 
largest returns for themselves. This system, therefore, in- 
volves tJie.iLSj§maipt ion that ev ^en i n a complex organization 
tfee_separaie_i;ii5HEunS productive 

agengy ,cau.be identified, and that free coippetitive relations 
tend to impute to each agencj^ its specific contribution's 
its reward for participation m productive activity. And 
To the extent that the system worSs sit“all, that we have an 


economic order and not chaos, this assumption must be 
justified. 

l ^rom another point of view we may envi sage the ta^ of 
organization m 


1. Society as an organized entity must decide the rela- 
tive important of diffelreht lineT oFco^^^ a basis 

for the guidance of production. CToseTy connected with 
this tash, arrdrworlcecTout Id^tFer* with it, is the apportion- 
ment of existing stocks of good s, the product of past in- 
dustrv, in the satisfaction of existTng wants . This twofold 
problem is worked out in the consumption goods market 
from day to day. The study of the process constitutes the 
first mam division of econo mic science, the tlieorjTof ^rilkr- 
ket pric e. 

£. Society must actually organize production. Every 
available productive agency is, so far liTThe system is 
successful, to be assigned to that task, and grouped with 
others in that way which will enable it to make the great- 
est possible contribution to the social dividend (of goods 
equated quantitatively according to the value scale estab- 
lished in the consumption goods market) . The mach inery 
for the direction of productive resources to their different 


uses is organized m The rhaPket for 




Lresquicps. 


The study of its workings fiindflipoMnl Hjyi. 

sion of the science . It falls into two subdivisio ns, short- 
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HigtriKntinn t heory and long-time value thep ry,^ For 
the purpose of this study the supplies of pro HuptiveL 
sources must be taken as fixed, as well as the dci^and whi/di 


t liey are to satisfy . Both the prices of consumption goods 
and the distributive shares are in fact much " affects by 


the third general problem cutting acros 


3. At the same time that society is employing existing 
resources to satisfy existing wants it is also setting aside a 
portion of its existing resources to increase the supplies of 


those resources thern^lves, to improve the effectiveness of 
t heir use by working out beUer methods of production, and 
t o increase its ow n me mbership in number s anTquality by 
providing for an ex cess of bir ths over dea.tliT a.ni iJiiroitgh 
education and refinement. There is thus another aspect to 


the problems of relative importances and of organization, 
decision must be made as to how much of society’s income 
IS to be di verted fromln*esent CQnsumption"ahrt6 be used 


e purpose of furthering social progress, and the di 


[ income must oe appiiea to tnis purpose as ettect iveiv 
as may be. The first part of the problem is solved in the 


market by competition between present goods and the 


[prospec tive truits ot their investment, g iving rise to a rate 
bl capitalization or of interest ; and the second part is solved 
by competition for savings between different opportunities 


for fhpji* iispJ \ 

The fact that theoretical reasoning must take a large, 
long-run view of life leads to a difficulty in the treatment of 
wants which has been the source of much confusion. Our 


^ For fuller statement see below, chapter v. 

* We must by no means be understood to assert or assume that these 
things are done ideally or even in the best practicable manner by the free 
exchange system of organization. In the first and third problems in par- 
ticular, the formation of the social value scale and the use of resources in 
furthering progress, its methods and results, are open to severe criticism. 
But again we do not assert that there is any better metliod or solution 
practically available. It is our business simply to analyze and describe the 
workings of a purely voluntary, individualistic, competitive system in 
relation to the fundamental ta^s of organization. 
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wants have the character of intermittence and recurrence; 
In any short period of time they are satisfied with a reTa- 
tively small amount of what the want calls for, and we 
turn to the satisfaction of some other want. But if it is 
a true fundamental want it comes back again, and from 
a long-run point of view they all, with their satisfactions, 
take on the character of continuity. The periodicity, al- 
ternation between desire and satisfaction in the case of any 
one and dominance of different wants in succession, drops 
out if we look ahead a considerable distance so as to in- 
clude a number of “complete cycles,” so to speak. This 
long-run point of view is the one necessarily taken by a 
planned program of satisfying wants; it is evident that our 
activities at a moment are not predominantly affected by 
the thing we happen to be “hungry” for at that moment. 
When we go into a store to make our purchases we do not 
consult the momentary state of appetite or satiety in re- 
spect of any particular need, but its long-run importance 
in our existence viewed as a continuous process. 

The problem of want-satisfaction is, t herefore, a problem 
in 'proportions, or relative rates. The question is not how 
much absolutely of thiTor that, but Fow much — i.e., how 
large a share — of our time or income is to be devoted to 
each n eed or line of activity, how much per year or sqipe 
o ther pemd lon g enough to get nd of the fluctnai ions . 
We can get the point of view by imagining that we had to 
plan our lives for a year on the first of January and live out 
the plan in detail. Economic discussion in terms of “quan- 
tities” of effort or satisfaction or choice between alterna- 
tives, under the influence of motives as immediate desires, 
is therefore elliptical, and more or less dangerous. The 
quanti ties of economi cs are prope rly rates, the motive^h ot 
desires immediately present to consciousness, but df>ta.phi? d 
j udgments of need or val ued 

A •fundamental fact about wants is their habit of co n- 
fl icting amo ng thems elves. in tact, conflict seems to be 
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essential to the very nature of conscious desire. It is 
questionable whether wants, as conscious motives to con- 
duct, ever exist unless we are in a position of having to 
choose, to adopt one line of conduct and renounce another. 
Wants must be distinguished from needs which do not enter 
into our planful ordering of life. We “need” iodides and 
vitamines, and an infinite number of things of whose exist- 
ence the race at large has been blissfully ignorant; but we 
do not “want” them, because they give rise to no con- 
flicts and hence no “conduct.” The common basis of con- 
flict, and we may say of the existence of wants at all, is the 
limitation in the means of gratifying some impulse or need. 
When some means of satisfaction is limited in amount so that 
we have to plan its use and plan to increase its supply, 
then it enters into the field of conduct and we have a want. 
The most common and fundamen tal conflicts are between 
dSms for our own time and energy, and fuTter thes e upon 
some limited material agency or means employe d as an aid 
in satisfying ourselves. Our personal powers are, of course, 
limited absolutely, and limited in fact still further, con- 
ditionally, by the tendency of exertion to become disagree- 
able, giving rise to a “want” to avoid it.^ The confusion 
to be avoided is that between a want, proper, as related to 
consciously planned action, the weighing of alternatives, 
and such things as supposed needs or metaphysical ex- 
planations of the immediate fact. 

^ It is outside our purpose to attempt a detailed classification of wants. 
We may notice in passing the difficulty of distinguishing between really 
different wants and different means of satisfying the same want. For 
example, we may speak of the want for food, or wants for different foods; 
one can supply the place of another within limits, but only within limits, 
and finally the desire for variety itself becomes a want. In our view 
wants must be classified for the purposes of economic science in accordance 
with the actual market classification of goods. Nor shall we pretend to go 
into the psychological problem of the basis of desire. Our discussion deals 
with things in relation to conduct, and it is a matter of no concern 
whether we want the things or the conscious states we expect to derive 
from them, or what, so long as the relation between the acts themselves 
and the material changes toward which they are directed is clear. 
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The power of things to satisfy conscious wan ts, or 
qualit y of being wanted, is utility in the economic sgnse, 
whic h is equivalent to power over con duct.” Utility, of 
course, must have the same fundamenlaT properties or 
dimensions as want; it is not, therefore, a quantity in any 
simple sense, but a quality having intensity, or a rate. We 
speak of the utility of a given amount of a thing, but this 
again is elliptical; the psychological variable is in fact a 
degree of utility of a certain rate of consumption of the 
good. And as want is a correlate of conflict, utility is a 
correlate of limitation; intensity of want and rate of supply 
of means of satisfying it are strictly connected, each vary- 
ing inversely as the other; that is to say, as a good is sup- 
plied for the satisfaction of any want at higher rates it 
loses degree or intensity of utility in that use and gains 
(degree of) utility in the conflicting employments^ The 
confusion between a want and a need or hypothetical 
reason for having the want is manifest in the field of 
utility in ascribing economic utility to “free” goods, goods 
that exist in superabundance. This is a pernicious error. 
Such goods have no causal relation to conduct and no 
place in a science of conduct. The confusion has doubtless 
arisen from the fact that there are many things like air and 
water which under some circumstances do come to have 
power over conduct, or utility, though ordinarily they do 
not. T ^is fact brings home to our consciousness the ir 
**p otentffl^^ utility^ f h^ fact that they would have grea t 
utilit y if cut off or subject to limitation; but they hav e 
utility only when not f ree. 

^ There seem to be and perhaps are exceptional cases where this de- 
scription does not fit the facts; there seem to be, that is, absolute wants, 
based on absolute limitation and not on limitation due to conflicting 
demand for the means of satisfaction. These are certainly of negligible im- 
portance in economics, however, and on scrutiny they have a tendency to 
lose the character of “wants*’ altogether. It is hard to see how a science 
can deal fruitfully in a constructive way with utterly capricious phenom- 
ena; of course it must deal with them in the sense of recognizing that 
they exist and form a limitation on the completeness of theory, but they 
can hardly be taken account of in the theory itself. 
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Diminishing u tility is the scientific designation for the 
general fact that as any want is “satisfied reTali^y to 
o thers ^ it dimihishes in intensTIy, or, from T he pcnnt of 
view of the means of satisf action^ that the one loses in 
utility and the other gains^ I'he e ssential relatio n of con- 
ilTct and relatiyit ylirutilities is somewhat o bscured by the 
existence of intermediate “means” of satisfaction, and even 

(^ slich . Birr the fuHher course oFTEe analysis 

will show that without significant exception there is always 
in question a diversion of the ultimate means fromTone use 
to another; it is a matter of alternatw^, ahcnii e^pund of 
one want or being alternative to anothe r is the 

dependence on a commouy limited means of satisfaction. 

The int erniitt ence of wants, witli wave~lik(^lternation 
^f desire a nd saT jsfa ^DllTT e iidsT^jlw qonception 

o?~dIminishing utility. It is beside the point to talk of 
Bdj^sTatmg successive oranges or other “dinner-table” 
illustrations as is so commonly done. The serious error 
resulting from this method is that it gives the impression 
that there is a difference between the utilities of different 
portions of supply. This also is fatal to clear thinking, as 
will be seen if the contrast between such a situation and 
that of laying in supplies for a long time in advance (or 
even an ordinary shopping trip) is considered for a mo- 
ment. The utility of any one unit is, in its effect on con- 
duct, which is the only relevant consideration, exactly 
like that of any other; the essential fact is that as there 
are more units relatively, the utility f>er unit or utility of 
any unit is relatively less. 

^ We carry some wants to complete satiety l)ecause it takes less effort 
than would be required to calculate accurately the most desirable place 
to stop when this point would be near the absolute satiety limit, as in the 
case of eating bread, for example. The fact may serve to illustrate the 
fundamental “irrationality” of a perfectly “rational” attitude to life. 
One of our most significant “wants” is freedom from the bother of cal- 
culating things or making close estimates. Cf. J. M. Clark, “Economics 
and Modern Psychology,” Journal of Political Economy , vol. 26, nos. 

1 and 2. 
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T he fact of relativity is important , because easily and 
coiiimonl y lost sight of, E^very valuation is a coinpans on ; 
we h^ e no conception of an absolute utility or an absolute 
st ^dard of utility. The notion of value is meaningless 
except in relation to alternatives of choic e. Not only is 
utility measured by another utility, — all things are 
measured by things of their own kind as standards, — 
but its existence is conditioned by that of the alternative: it 
is like a f orce in t he ph^^sical world; action and reaction ar e 
equa l, a force cannot be imagined separate fro m an equal 
and opposite force or re sistance. 

The case of conflict of utilities most crucial in economic 
analysTs^s Oie alternative of enjoytng htiliti^ at 

t fie^ei^ense of effort sacrifi cing the utility for the s ake of 
f reedom from the exertio n. “L^ior"’ is usu^ly tlunight of 
in an mverted, positive scnse^j^ a dis uiUitih It is im- 
portant to see that there is suflicient practical reason for 
this usage, but also that there is really no exception to 
the general principle of alternatives without distinction of 
kind. The point is that "‘labor” is really the sacrifice of 
s ome durable alternative use of one's tnxie'mTJ'sIrengt h. 
If t here is no alternati ve there is no sacrifice, nor any 
motivation, valuationT or ‘‘pToblem ^of any kind. In 
truth, there is no distinction for coTTZu^fT^etw^n a pain 
and the absence of a pleasure; it is all a matter of choice 
between alternatives, of “preference.” The pleasure-pain 
question belongs exclusively in the field of the inner con- 
sciousness, and has no bearing on problems such as those 
of economics.^ The valid reason for the distinction between 

^ Eveu “for consciousness” the difference between pleasure and the 
absence of pain and conversely, though real, is of an “accidental” and 
very elusive character; we cannot formulate a difference between the two 
series or classify experiences between them. It is too obvious to call for 
discussion that the same event will be a pleasure to one person and a pain 
to another, and even pleasurable to the same person at one time and pain- 
ful at anotlier, according to circumstances, and, especially, expectations. 
The cjifference fades out on scrutiny. An inheritance of a hundred thou- 
sand, which is a pleasure to one to whom it is a surprise, may be an in- 
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kinds of alternatives, for fixing our attention on something 
chosen in one case and something avoided in another, is, 
as will be shown more at length later on. that we arc ^ntnr - 
ested in measuring the alternatives, and we can come nearer 
a satistactory quantitativ e aeterrnination of time and 
effort than we can ^ t he indeterminate u ses that would 
have b eehTmade of them if the labor of p rodncing the 
(measurable quantity of) goods had not been perfor med. 

The whole theory of conduct may now be summed up, 
as far as it is relevant for our purposes, in a comprehensive 
* *Law of Choice'*: When conf ra nted with alternative^ 
tatively variMelines of action or experimcey we tend to com- 
hine thern in such proportions that the physically correlated 
i am^riis or equal utility to Ihe person 
Xc hoosing .^ 

tense grief if he has expected and made his plans for ten million. A prison 
sentence is undoubtedly a source of joy to a man who counted on being 
hanged, and it is ridiculous to say that it is “ really ” only an escape from a 
worse pain, or the inheritance a deprivation of a greater pleasure. The 
comparison of alternatives and fact of preference is the real thing; pleas- 
ure and pain are accidental and arbitrary matters. 

^ The phrase equal utility,” as we shall presently see, should l)e 
taken to refer merely to the fact of indifference in choice, and not a com- 
parison between quantities in the true sense at all. We avoid the ex})res- 
sion “ marginal” utility, because of its implication that there is a differenc^e 
in the signiOcaiice of different portions of the same supply. In speaking of 
the utility of a supply, however, it is sometimes useful to have some word 
to distinguish between the utility per unit and the utility of the supply 
as a whole. When it seems advisable we shall use the expression “specific 
utility” to indicate utility per unit. 

The general method of taking the principle of choice as the starting- 
point of economic reasoning and treating “diminishing utility” in a com- 
parative sense has been used with especial clearness and force by Wick- 
steed (Common Sense of Political Economy) y and is also adopted by Fetter 
in his recent work (Economic Principles) . Economists generally have been 
coming to recognize that the psychology of the subject is properly be- 
havioristic; that an economist need not be a hedonist (Jevons and Edge- 
worth notwithstanding), and that he does not need even to consider the 
issue Ixetween rival psychologies of choice. See Mitchell, “The R6le of 
Money in Economic Theory,” ProccedingSy Tw’enty-Eighth Annual Meet- 
ing of the American Economic Association. The principle of relativity of 
utility and value holds in the same way under any theory of motivation. 
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A somewhat different statement of the principle of 
choice may better emphasize the basis of the alternative 
character of the alternative lines of conduct, the fact that 
not only must one give up more of the one to get more of 
the other, but that this is true in a quantitative sense, 
that a definite amount of one is given up in return for a 
definite amount of the other. The reason for this fact we 
have found in the circumstance that the two kinds of satis- 
faction are both dependent on some common “means’^ 
or “resource.” Accordingly we may restate the funda- 
mental law of conduct in this wa y: In the utiliza tion of 
li mited resources in com yetincj fields of emptoymcn U whicli is 
t he for m ^ all ration al activity in conduct, we t end to ap- 
portion our resources among the alternative uses that are open 
in smh''dlmy W amounls of re^lllrc ^ ^ ^wBoTenl 

returns^n alTthe fi elds, 

^rHis Tonmffatlon makes it possibly a little more obvious 
that the principle is a true statement of the goal of rational 
planning. For, clearly, if a given unit of a given resource 
is yielding in one use a want satisfaction preferable to that 
which a similar unit is yielding in another, the yield of that 
resource can be increased by transferring some of it from 
the second use to the first until the importance of the one is 
increased and of the other decreased to the point of equiva- 
lence.^ 

B. M. Anderson, Jr. (Social Value y and Value of Money y chap, i) advocates 
a theory of absolute social value, defining value, as we have done, as power 
to motivate conduct. It is hard to explain his failure to see that this 
notion is as relative as any other, is in fact the most obviously relative of 
all. Motivation of conduct means of “this’' conduct rather than some 
other, and is obviously inconceivable apart from a situation presenting 
alternatives between which comparison and choice must be made. 
Davenport, also (Economics of Enterprisey chap, vii), while insisting on 
the importance of relative utility in economic reasoning, treats utility 
itself as an absolute magnitude. The present writer finds it impossible 
to conceive such an entity. 

^ Close scrutiny makes it appear doubtful just how much real ex- 
planatory value the viewpoint of the utilization of resources adds to the 
bare principle of combining alternatives. It seems that what we call a 
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It will be apparent that utility curves, as commonly 
drawn, representing diminishing utility and increasing 
sacrifice as absolute and independent magnitudes, and as- 
cribing varying utility to successive units of commodities 
(and of disutility of exertion), require considerable modi- 
fication or reinterpretation if the foregoing reasoning is 
valid. If utility is relative and in its essence a comparison, 
such a curve can only represent one variable measured in 
terms of the other, or each curve presupposes the other 
already drawn. The role of money in the process tends 
to complicate and confuse the exposition still further. 

The principles above stated in general terms can be 
brought into relation w’ith current treatments of the sub- 
ject and with concrete fact if we begin by taking up a 
simple case of choice between alternatives such as is con- 
stantly dealt with in economic analysis. Let us take Mar- 
shall’s ^ example of a boy gathering and eating berries, but 
with the stipulation that some re-wording would be nec‘es- 
sary to make the exposition accurately fit the case of 
choice between (i.e., combination of) alternatives in a com- 
prehensive, long-time, plan of conduct. We can hardly 
suppose that the boy goes through such mental operations 
as drawing curves or making estimates of utility and dis- 
utility scales. What he does, in so far as he deliberates 

“resource” is such, not on its own account, but solely because of the uses 
to which it can be put, and its quantitative aspect, how much resource 
there is, is still more evidently determinable only in terms of the use. 
But at least the resource idea helps us to mediate in thought the fact of 
the quantitatively alternative character of the opposed lines of utilization, 
as is shown by the fact that we habitually make use of it. The form of the 
unsophisticated psychosis in regard to sacrifices or “costs” is in fact a 
bit puzzling. If we ask what a thing has cost, we seem in(‘lined to answer 
first in terms of money or effort, etc., i.e., of “ resources ” ; but when pressed, 
we are likely to go back of the latter and evaluate the resource in turn in 
terms of some other utility which might have been had for it. The “on- 
tologizing” of the notion of resources .seems to be an illustration of an 
“instrumental concept,” but one W'hich it would be diflBcult to get along 
without. 

‘ Principles of Economics, book v, chap, ii, sec. 1. 
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other E for exertion, th e one will show a (relative) 

^ « tive) rise as the production 

K a nd" c onsumption o f the 

coinm oditv increase s. Tt is 
a matter of indifference 
whether the ascending curve 
is thought of as a sacrifice 
or a positive pain, whetlier 
the growing motive to di- 
vert energy from the use in 
question is imaged as an 
attraction or a repulsion. 
O Thei ntersection shows that 

at a certain point (on the commodity scale) the diversion 
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**hy how much'' are these berries worth “the” sacrifice. 
There is no true psyctiic 
quantlfy^ involved; only 
the coh mi^ is meaj ^ 
ureJor measural >le. Still, 
there is a certain feeling 
of quantitative v ariabilit y 
in the degree of p^fer- 
e ncc, and such a ^urve is 
n ot utto]^ false to th e 
facts of co nsciousness . The 
only point of clearly de- 
terminate locus on the 
curve is the zero point, and 
it is questionable whether that is to be interpreted 
quantitative equality bet ween opposit e incentives tg ac ^ 
tTo n or merely the absence of incentivehltogeth er. ^ 
l"foIl ows at once from the non-quantitative or in defi« 
nitely quantitative character of the psychic variables ^ 



^ The discussion assumes that the quantitative relation between the 
alternatives themselves remains unchanged, that one is sacrificed for the 
other in the same ratio throughout, or “resources” converted into both at 
the same rate. In practice this is only exceptionally possible; in general 
not only the relative importance of given quantities of alternative goods 
will change a" the supply clianges, but in addition the amount of one ^\hich 
must be sacrificed to obtain a given amount of the otlier will increase as 
the supply of the first increases; i.e., a “law of diminishing productivity'* 
(likewise a law of proportions merely) becomes operative in addition to 
the law of dirninisliing utility (and works in the same direction). • 

Professor Patten has raiseil the objection to the utility analysis that 
consumption also requires time, whit!h must be saved out of the pro- 
ductive operations. (See /l/mn/.v, Amcr. Acad. 1892-98, pp. 726-28. Cf. 
also Edgew^orth, Mathematical Psi/chlcs, p. 68, where the energy as well as 
time required for consumption is consitlered.) It seems logic:ally more 
accurate, however, to include in production everything except the actual 
experience of satisfaction, and if this is done the objection loses its force. 
In our method of approach to the problem, viewing it as a matter of 
choice between (i.e., combination of) alternatives, and taking the al- 
ternatives simply for whatever tliey may be in the facts of the case, the 
whole issue loses its relevance. 

* This may be expressed in technical phrase by saying that they are 
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that the surpluses ** which have cut so much figure injeco- 
nomic discussion are very shadowy an d elusi ve things^ if 
n ot altogether uhireaL if the ordinites of the curves dis- 
cussed above mean nothing definite, of course the areas 
under the curves mean no more. The fallacious notion of 
the surplus follows naturally from the confusion between 
momentary satiety and the correct standpoint, the estima- 
tion of relative importance of things in planning ahead, 
commented on above. The illi cit use of dinner- tab le ** 
i llustr atio ns in the exposition of diminishing u tility show s 
the same erro r. We cannot insist too strongly upon the 
point that men do’nbt determine the expenditure of their 
incom^ ^nerally speahlng, on the basis of a c omparison of 
momen tary cravings tor things for instantaneous consump- 
tion^ A child in a candy store would not do that. From 
such a viewpoint there is a psychic difference in different 
units of a commo dity, and it might possiBTe to sub- 
stantiate a surplus doctri ne. But this is not the view- 
point of economic reasoning, because m~so far as rnen* plan 
aF all, they do not expend their incornes^and s d~lTxThe 
prices of things and determine the utilization of social re- 
oources and the whole structure of the compe titive eco- 

** ordinal” rather than “quantitative”; they are variable, but not meas^ 
Urable, can be ranked, but not added. The nature of this attribute will lose 
its mystery if any simf)le sensation, as a sensation, is considered for a 
moment. It is easy to tell when one light is brighter than another, im- 
possible to tell how much brighter. The intensity of light is indeed 
“measured” by science, but it is done by a method analogous in principle 
to the discussion of utility above. One light is removed to such a distance 
that it becomes eqnal in intensity to the standard, and the distance is 
measured. Obviously this does not involve the measurement of sensation 
at all. Similarly, a thermometer does not measure the sensaiion of heat, or 
a balance that of weight. A l^etter illustration of “ordinal” variables is 
furnished by the field of a’sthelics (another form of “value,” of course). 
We can tell that one poem or picture is better than another, but no one 
would seriously propose measuring the stiperiority. To be sure, in school 
and in contests we may go through the motion of “grading” such things 
(even deportment !) on a percentage scale, but no one whose opinion is 
entitled to respect attaches any particular weight to the results of this 
make-believe. 
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Bomlc system, on the basis of that sort of calculation.^ 
iF we take a rational attitude toward the protk^ of value 
— a.s, for example, by the device, previously suggested, of 
placing ourselves in the position of one who had to deter- 
mine the apportionment of his resources for a year or five 
years in advance — we shall get a different view of it. Then 
the earlier units are no different from the later ones, on 
either side of the balance; up to a certain point the balance 
is positive, then it suddenly becomes negative, and w^hen 
the balance is struck the debits and credits are equal. 
There is a sort of Emersonian principle of Compensation 
applicable to every item; each is worth what it costs, but 
also costs what it is worth. 

It does not at all follow that we have proved the pleasures 
of life just equal to its pains. That question is irrelevant to 
our problems, and our analysis has nothing to say about it. 
It is not the province of economics to determine the value 
of life in “hedonic units’’ or any other units, but to work 
out, on the basis of the general principles of conduct and 
the fundamental facts of the social situation, ijhe laws 
which determine the prices of commodities and the di- 
rection of the social economic process.^ It is Therefore no t 

^ That to a considerable extent purchases are based on momentary 
impulse and not on an estimation of relative long-time signiScance, is, 
of course, true, and perhaps increasingly so with the development of the 
“anti-social’* arts of window-dressing, display advertising, and salesman- 
ship. This is one of the important “allowances" that has to be made in 
applying economic theory to actual fact, until the progress of the science 
reduces the phenomena to general laws and incorporates them into the 
deductive system. (Cf. above, p. 52, and note; also p. 61, note.) Effects 
balance out to approximate rationality under the law of large numbers. 

* The doctrine of the surplus is one of the few points where the writer 
is compelled to disagree with Marshall on a fundamental matter of doc- 
trine. (See Principles, 6th ed., pp. 125-33, esp. p. 129, note.) The ques- 
tion relates to “scope and method," however, rather than to fact or logic. 
I simply cannot see any use for the notion in understanding human con- 
duct or explaining economic phenomena, and am convinced that the con- 
fusion of.viewpoint which underlies putting it to the fore has led to serious 
error and the drawing of wholly irrelevant conclusions from economic 
reasoning. Moreover, an appeal to “unsophisticated common sense’* 





72 RISK, UNCERTAINTY, AND PROFIT 

quantities , nor even intensities, of satisfaction with whic h 
we are concerne d (though the limitations of language com- 
pel tlie use of these terms at times), or any absol ute magni- 
tude whatever, but the purely relative judgment"orcom ~ 
parative significance of alternatives open to choice . Now, 
for condiicU i t is self-evident that the importa nce of i^iy- 
thing iii the effort or sacrifice necessary to get it. Two 
things, each of which can t)e obtained at will by the sacri- 
fice of the other, cannot conceivably have any other than 
equal importance from this point of view, and it is mean- 
ingless to speak of a surplus. The situation is especially 
clear in an exchange system which fixed prices where 
things can be converted at will at known rates by purchase 
and sale. We submit that it is clearly impossible, in such a 
situation, to conceive of things sereinj^ as_jnqUves to ac- 
ti on in jinjy other than the established ratios of CQuyersion 

For understanding the psyc hology of valuation, the two 
points are equally imp oTtan t: (l) that, log ically, choice Is 
a matter of comparing alternatives and combinin g them 
according to the la\\ro F rati^al proce^^ above formu- 
l ated,^ an d (^) that t here is none the less a pract ical differ- 
eiice bet ween t wo Tamils of alternatives in an ordinary 
si tuation . This difference is perhaps connected with the 
distinction between our feelings of paiiifulness and pleas- 
antness, but in its essence it relates to the quantitative 
character of the alternatives (in their physical aspects, not 
the psychic states involved). In the case just considered, of 
the boy and berries, the difference is evident from the fact 

seems to fail utterly to substantiate the existence of the phenomenon. 
A man might pay, say, a thousand dollars for the “first” loaf of bread 
(whichever one that is) rather than do without it, but it does not follow 
and is not true that when he gets it for a dime he gets $999.9(1 worth of 
free satisfaction. Various thinkers have perceived the mythical character 
of these alleged surpluses; it is hoped that the argument above will sug- 
gest the source of the error and so render it more easily identified and 
avoided. 

* Pages 64, 65. 
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that we use the berry alternative to measure the leisure 
alternative. We speak of a certain quantity of berries and 
the sacrificed alternatives corresponding to them, not 
of a certain quantity of alternative independently deter- 
mined. The “trouble,*' “exertion,’* or what-not is not 
quantitative on its own account, it is measured by the 
berries; it is “the” amount of exertion, etc., connected with 
a specified amount of the measurable commodity. This 
result is inevitable because^ as re marked above, ‘‘yie*’ al- 
ter nlilTvx^ is n ot in fact som e particular alternative, b ut any 
alternative; I t is not mere ly not m easurable, but is hete ro- 
geneous arid wh olly in determin at e . It is this fact which 
throws us back on the conception of “resou rces” for ra- 
tionalizing the deliberative process, making oFlt a quan- 
titative "compaHsonT^ "great 

inij^ftance to tTie * ^tinie** measure of effQrt nime'"dgfes 
not in any true sense measure the alternative or sacrifice, 
and, as we have seen, its employment in any use is a sacri- 
fice in the first place only because there are other uses for 
it, which are the real sacrifice; but it is measurable, and our 
intelligence, forced to have something quantitative to feed 
upon, like the proverbial drowning man catches at any 
straw. ^ 

Tin spite, therefore, of the purely relative character of 
pain and pleasure and of the essential parity as motives of 
all alternatives of conduct, it is pragmatically necessary 
to distinguis h in productive Jictivte be tween the incoming 
“economic” utility and the sacrificed ( resources, rex>re- 
senting) non-economic, unspecified alternatives in g eneral, 
between utility anr] disutility, or comm odity and CQ^ t.j 
“Cost.” in tin's sense, is “pain eost.” nr “ opportunity COSt .’*| 
as one prefers: there is no real difference in mea ning be-« 

From this long but apparently necessary discussion of 
the fundamentals of valuation of psychology, we may pro- 
ceed to consider a somewhat more complicated situation, 
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as an approach to the study of the principles as mani- 
fested in the field of exchange relations. We will supp ose 
an i ndividua l ch oosing between the production and con- 
s umption of a large numb er ol ** commodities/' in addition 
to the alternative of not producing any of them, hut of 
putting his time7etc , to ^^non-economic'^ u ses. This ^ the 
S ltuatTcm of Crusoe on his island, o f 

have n 7 ade iise . The same law of choice will hold as before; 
between any two alternatives or among all that are open, 
t he ma n will choo se such amounts, or divid e his time and 
‘‘resources” am ong them in such pro portions, that the 
physically alternative or c orrelated quant ities of all are to 
hlSTequa lly desirable The only difference is tKaFthe alter- 
natives are more comjilicated than in the case of the boy 
and his berries, and of a somewhat different character; in 
particular, the pr esence of a number of economi c alterna- 
tives, involvin g concrete, measurable so urces of satisfac- 
tion, IS important. 

In Crusoe's mind there would undoubtedly be built up 
somefEmg of the nature of a price s^telh^r value if 
he seri ously attempte d to get the maximum of sa tisfaction 
out oTtEe"conditions of his environment. For an “intelli- 
geht^’^ ilse of his opportumlies can be arrived at in no other 
way. He must ascertain the ratios in which different goods 
are to be obtained for subjectively equivalent sacrifices in 
“effort,” and similarly form judgments of their relative 
subjective importance to him, and attempt to bring the 
two sets of rat ios into coincidence. But a set of equivale nce 
rati os or scale of equivalent amounts of thi ngs is the e^nce 
o f a price sy^ em. Exchan gel^s a means by which things 
ma y be conveniently converted into or sacrificed for each 
other in determinate amounts , and subs tantially th^sa me 
r esult follows from choosing between different lin es of 
production in a Cr usoe econ omy. It is sufficiently evi- 
dfent that the quantities involved ni such a calculation are 
quantities of things and not of satisfaction or any psychic 
magnitude. 
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The r6le of the resource” idea and the concept of 
“cost” will also take on characteristic form in the Crusoe 
case. The mental labor of evaluating everything in terms 
of everything els e must force recourse to a crude meas^ 
urement of “ effort as common standard of value or 
“medium of excRaiige” (itT^ alhidst Tike~niat) for medi- 
ating tK<Fl?oihpalT^m I t is clear that this is an “in - 
stnimentaT” but nonc^tjie les s very important devi^. 
“^ReaHy,*’ irTs^jmfely a question of combining alternatives, 
among which are those indefinite, “non-economic” occu - 
pations, exploring the island, chatting with the parrot, 
sport or recreation of any appealing kind, or “loafing and 
inviting the soul.” But the indefinite, heterogeneous, and 
uncertain character of these last, and the convenience 
of “time” as a rough basis for an approximate evaluation 
of the stuff they are made of, make it a matter of economy 
to resort to its use as a common denominator of alterna- 
tives. It will not be true tliat all things produced in equal 
times will be equated, for there are elements of “irksome- 
ness,” etc., which have to be taken account of. Crusoe’s 
value scale will probably be based on time as a “first ap- 
proximation” with mental allowances for the other factors 
to be considered. 

Measurement relations will be reciprocal, in this case as 
alw^ays. The use of effort to measure other things amounts 
to an evaluation of effort in terms of other things. Thus 
we get the concept of a quantitative outlay cost meaning 
something more than merely an]/ sacrificed alternative. 
As pointed out before, in stating in terms of “resources” 
the general law^ of choice among alternatives, this con- 
cept of cost has no very substantial independent meaning; 
“when pressed” w^e reformulate our resource or effort (or 
money) costs in terms of positive alternatives w^e might 
have had; but as a mediating, instrumental idea, it is none 
the less a useful and universally used notion. There is, 
however, no occasion to speak of a possible divergence 
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between outlay cost and value return, of anything like a 
“profit"’ from operations. 

There are many intermediate stages in the successive 
complication of alternatives which might be discussed, and 
which would shed light on various phases of economic 
relations; but for present purposes it is best to pass at 
once to the case of a group of people producing goods for 
e xchange in a free mark et. The relations among the want- 
satisfying activities of a plurality of persons are based 
updn^nother^^cmiHrct,'* the coninctHbctween sTmTlar wants 
of diff^ent indiv Td uaTs, to cxtoTt dependent on 

C(^mmon, immediate means of satlsTacfion, while these iip- 
mediate goods tue almost entirely dfepen dent upon a com- 
mon fund of ulti mate productive re 3 )urcj?s. The effect of 
the possi bilit y of exchange is vastly to multiply and com- 
plicate t he al te rnative s open t o an y individmiL He is now 
free, not merely to make any possible combination of com- 
modities for production and consumption, but to com- 
bine the production of some with the consumption of any 
combination — on terms afforded by an established set of 
exchange ratios, the investigation of which is the principal 
problem before us. In order to study first the most essen- 
tial features of exchange relations, it will be necessary to 
simplify the situation as far as possible by a process of 
“heroic” abstraction. We therefore explicitly make the 
following assumptions as to the characteristics of our im- 
aginary society: 

1. The members of the society are supposed to be nor- 
mal human beings in essential respects as to inherited and 
acquired dispositions, differing among themselves in the 
ways and to the degrees familiar in a modern Western 
nation — a “random sample” of the population of the 
industrial nations of to-day. 

2. We assume that the members of the society act with 
complete “rationality.” By this we do not mean that they 
are to be “as angels, knowing good from evil”; we assume 
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ordinary human motives (with the reservations noted in 
the following paragraphs); but they are supposed to “know 
what they want” and to seek it “intelligently.” Their be- 
havior, that is, is all “conduct,” as we have previously de- 
fined the term; all their acts take place in response to real, 
conscious, and stable and consistent motives, dispositions, 
or desires; nothing is capricious or experimental, every- 
thing deliberate. They are supposed to know absolutely 
the consequences of their acts when they are performed, 
and to perform them in the light of the consequences. 

3. The people are formally free to act as their motives 
prompt in the production, exchange, and consumption of 
goods. They “own themselves”; there is no exercise of 
constraint over any individual by another individual or by 
“society”; each controls his own activities with a view to 
results which accrue to him individually. Every person is 
the final and absolute judge of his own welfare and in- 
terests.^ 

4. We must also assume complete absence of physical 

obstacles to the making, execution, and changing of plans 
at will; that is, there must be “p erfect mobility” in ^11 
economic adjustments, no cost inv olved in movemen ts or 
cHarnges." To’^reaTiz^jSiisTdeal all the elements entering 
into^economic calculations — effort ,^^nirno(fiGes“'^etc. ^ — 
musF^Tie confinub usly~ v^ limit. 

Productive operations must not Term haTjits, preferences, 
or aversions, or develop or reduce the capacity to perform 

^ Dependent members of tlie socnety must be complriely dependent on 
some particular individual in it. The wants of any dependent person will 
then operate only through wants on his behalf felt by his s})onsor, and we 
need not consider them at all. We need simply regard the independent 
members of the society as ha ving normal solicitudes in regard to families, 
etc., but each person enters into economic life on an absolute equality 
with others or not at all. 

The meaning of the above assumptions is not necessarily that they 
form a complete description of the people and their relations. This is 
but an emphatic way of saying that we here consider only their mar- 
ket llehavior, which is assumed to conform to these specifications. 
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them. In addition, the production process must be con- 
stantly and continuously complete; there is no time cycle 
of operations to be broken into or left incomplete by sud- 
den readjustments. E ach perso n continuously produces a 
complete commodity which is consumed aT^Tast as pro- 
duced. The exchange of commodities mus t Ue” wlually 
insUinfahebuFM . 

a corollary from number 4_that tl^re 
i s perfect competition. There must be perfect, continuous, 
costless intercommunication between all individual mem- 
bers of the society.^ Every potential buyer of a good con- 
stantly knows and chooses among the offers of all potential 
sellers, and conversely. Every commodity, it will be re- 
called, is divisible into an indefinite number of units which 
must be separately owned and compete effectually with 
each other. 

6. Every member of the society is to act as an individual 
only, in entire independence of all other persons. To com- 
plete his independence he must be free from social wants, 
prejudices, preferences, or repulsions, or any values which 
are not completely manifested in market dealing. Ex- 
change of finished goods is the only form of relation be- 
tween individuals, or at least there is no other form which 
influences economic conduct. And in exchanges between 
individuals, no interests of persons not parties to the ex- 
change are to be concerned, either for good or for ill. In- 
dividual independence in action excludes all forms of 
collusion, all degrees of monopoly or tendency to monopoly. 

7. We formally exclude all preying of individuals upon 
each other. There must be no way of acquiring goods 
except through production and free exchange in the open 
market. This specification is really a corollary from num- 
bers 2 and 3, which exclude fraud or deceit and theft or 

^ It goes without saying tliat our imaginary society is “isolated/* 
Every individual who has anything at all to do with it is in it and of it on 
a par with all the rest. 
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brigandage respectively, but it deserves explicit mention. 

8. motives for division of labor and exchange must 
be present aimogSraH^^; I'liese Eave~m^ n[:>een ade- 
quately treated in the literature of economics in vSpite of 
the fact that the subject has been discussed more or less 
by countless writers on social problems from Plato down. 
The principal condition is diversification of wants associated 
with specialization of productive capacities or dispositions, 
or with physical restrictions on the range of productive 
activity. An important fact in this connection in the real 
world is the space distribution of the different resources of 
the earth and the limitations on human mobility. In 
addition the physical nature of the production process fre- 
quently calls for the simultaneous prosecution of a number 
of operations. For simplicity we shall assume that the first 
two conditions alone are sufficient to restrict each individ- 
ual to the production of one single commodity at any given 
time. (Cf. number 11.) 

All given f actors and conditic^^^ are for the purposes 
of this and the following chapter alid imtll notice to the 
contrary is expressly given, to remain absolutely un- 
changed. They mustoe free from^Jienodic or progressive 
modification as well as irregular fluctuation. The con- 
nection between this specification and number 2 (perfect 
knowledge) is clear. U nder static conditio ns every person 
wo find he di d not already know^^ ^ “ 

thing in his situation and surroundings which affected lus 
conduct. 

The^bove assumptions, especially the first eight, are 
ideali zations or purifications of t endencies which hoM good 
more or less in reali ty. They are the conditions necessary 
td~"per^^ C»rnp^tition, TliF1nirit1Tr"a.s w^e shalTseeTTs oh a 
somewhat different footing. Only its corollary of perfect 
knowledge (specification number £) which may be present 
even when change takes place, is necessary for perfect 
competition. In addition to these differences in degree only 
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from actual life, we must lay down for the special purpose 
of the immediate analysis two further suppositions quite 
contrary to the facts. 

10. The first is that for the present there is to be no 
product ive property in the ordinary sensFTtTth e society. 
Every productive agency or capacity is an inseparable 
part of the personal endowment of some member of the 
society. Material implements of production may be used 
provided they are either superabundant, and consequently 
free goods, or else arc absolutely joined to their owners 
(not subject to lease or sale) and not subject to increase or 
decrease. The last characteristic, if not that of insepara- 
bility, is, of course, really implied in the specification of 
static conditions. We must also observe explicitly that 
personal powers themselves are similarly fixed in amount 
and character. The social consequences of the transfer of 
productive goods between individuals, and especially of 
their increase by “investment,’’ will call for extended dis- 
cussion later, and must be isolated by a preliminary study 
of a society in which they are absent. 

11. The second “analytic” assumption is also contained 
in the preceding “idealizing” group. Under number 8 we 
declared that division of labor was to be carried to the 
point where each individual produced a single commodity. 
In modern industrial life it is, of course, carried vastly 
farther. But it is important to study separately a society 
wdiere production is organized through the exchange of 
finished products only,^ At a later stage we can then dis- 
cuss the special problems of that further stage of organiza- 
tion called secondary division of labor. 

This isolation is of especial importance in view of the 
fact that the distribution of products is very much com- 
plicated when the agencies of production cooperate in the 

^ We might characteria^e such a society as a “handicraft” system in 
contrast with “enterprise,” in which the operative has lost his responsible 
status and lives, not by the production and sale of a commodity, but by 
the sale of productive services to an entrepreneur. 
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production of a single commodity, the product of a single 
agent being then no longer immediately identifiable. The 
problem of isolating the product of a single agency, where a 
number work jointly, is, of course, the familiar problem of 
“imputation” or distribution in the technical sense, which 
has been the greatest single center of controversy in eco- 
nomic discussion. 

The above list of assumptions and .artificial abstractions 
is indeed rather a formidable array. The intention has been 
to make the list no longer than really necessary or useful, 
but in no way to minimize its degree of artificiality, the 
amount of divergence of the hypothetical conditions from 
those of actual economic life about us. For the most part 
these same assumptions, especially the first eight, and to 
a considerable extent the ninth, are really involved at 
one point or another in a large part of the discussion of 
economic literature. If they are present, and necessary, 
and when present whether necessary or not, there will 
be no disparaging the importance of having their ab- 
stract and unreal character brought conspicuously to the 
surface. 

Our next task is to form a picture o f such a society in 
action, and to discover the conditions of equilibrium or 
nalWcdTcsuTts oTf h^ and tendencies 

afworE^it. We are therefore to imagine such a population, 
set down in such an environment as described, starting 
out dc novo in the business of satisfying their wants. Eagh 
person, on taking in the situation in its essential outlines, 
wiTTenter upon the production of some co mmodity, with a 
view, through excha nge with others, of s ecuring the meajis 
of sati sfying his varied want s. After a brief interval of 
time has elapsed, each willji^vc f^ cnimiiilaf^^ a small stock 
ofTils particular good, and we may think of them all j^s 
nmeting in a central market to exchange their wares. 

The situation now presented Is the familiar one in 
economic discussion, of a group of individuals with given 
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stocks of goods which have to be disposed of,^ and we need 
not dwell upon the process by which fixed rates of exchange 
among all commodities will be established.^ When the 
process is finished the whole mass of c ommodities will have 
beeiTreHuced to a single h omoge neous fun J of exchange 
equivalence or value. Nor do we need to concern ourselves 
with the inode of expressing and handling this fund; in 
practice it would be inevitable that some sort of standard 
exchange medium would be set a[)art; but it is immaterial 
for present purposes whether there is some one kind of 
money or as many kinds as there are different com- 
modities. 

If intercommunication is actually perfect, exchanges 
can take place at only one price.® We may inmgine it to be 
determined all around what the ratios are to be through 
the medium of inquiries. Every individual, knowing the 
W'orth of the thing he p oss esses in^ terrny of every thing"^^ 
is in substantially the same position as a person spending a 
given money “Tncbme in a market wh^'e selling prices are 
fixed by the seller and placarded. The good in his hands 
represents exchange power, a “resource,” and he will ap- 
portion it among the possible uses according to the law of 
choice, so that each unit of it purchases equivalent utili- 
ties, want satisfactions, or “importances.” 

^ We treat the entire stock as for sale without reserve. The demands 
of present owners for their own goods, which underlie any possible reser- 
vation prices, are in fact no different from the demand of other persons, 
and the situation as a whole is most truthfully and significantly repre.sented 
as given quantities of goods over against given dispositions to own them, 
since the question of whose disposition it is has nothing to do with tlie 
price that will be established. We must, of course, include the demand of 
present owners in the demand for every good; that it is “backed up” by 
the good itself instead of some other good in hand has nothing to do with 
the result. (Cf. Davenport, Economics of Enferfynse^ chap, v, pp. 48 ff.) 

^ The problem of a perfect market is best treated mathematically 
(i.e., symbolically) and has been well handled by mathematical econ- 
omists. See Edgeworth, Mathematical Psychics^ pp. 40 ff., and Marshall, 
Principles, Appendix P, and Mathematical Api)endix, note xii bis. 

* Easily proved by disproving the contrary. If exchanges be thought 
of as taking place at different prices the buyer at the higher price and 
seller at the lower will get together at an intermediate figure. 
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To,.sliow }«&tJhow the price scale itself results from th e 
fa ct that in dividuals acTaccording to t he law o f choice in 
apportioning their purchasi ng po wer in a situation where 
the prices ar^^ is t he ta sk oF tIfat lSranch of ecd- 

nomics known as the theoiy”^ market jirice. At ant f 
(liven vr ice i r^o'oT sacrificing one godSTIor the lather) Jjie 
more purchasing good is expended for any one commod ity 
the less becomes the amount of want satisfaction pu r- 
chased with each uni t (relativelv to the want satisfying 
capacity either of the good given up or of any other good 
for which it might have been exchanged). From this it 
follows that the hig her the price of any go od (relative to 
others, incTuding the purchase good), th^ess of it will b e 
purc hased by any individi^ l.^ It is therefore theoretically 
possible to construct a schedule, or curve, of the amounts 
of any good that will be taken by any individual aFev^y 
price i n term s of ot her goodsT an d by "^ addi these amounts 
for all individuals, to construct a similar schedule for the 
society ai"T"^o]^nTut there is a fixed amount of i^h 
good a vailable in any given short space of tmie~^I6" T)^ dis- 
po>sed"^r an^t^h^al l^he^s^^ one pri£!f> . Therefore, 

* These two propositions are often treated as equivalent in economic 
discussion, but the relation between them is not so simple as that. To 
prove the second from the first, suppose that at any given price the in- 
dividual has determined upon the proper amount to purchase, (For the 
sake of similarity with the pecuniary situation let us leave the purchase 
good out of account and think of a comparison between two commodities 
being bought with money which has no commodity value.) Now let the 
price of one commodity rise, relatively to that of another. If the com- 
modity which has risen in value is a very important one, it is probable 
that the individual will spend as much of his resources for it as before, 
quite possibly even more. But he will not buy as much of the commod- 
ity, measured in physical units. For to do so he would have to spend cor- 
respondingly less resources for the alternative good, and buy less of it. 
But if he buys the same amount of one good as before, and less of the 
other, the utility ratio between the two is upset (since it was in equilil)- 
rium), and a given amount of resolirces is buying less utility in the good 
of which relatively more is purchased; resources will therefore be di- 
verted from this good to the other. That is, he will buy less of the good 
which has risen (relatively) in price. Q. E. D. 
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ip a perfect marke t each commodity will command a def- 
i nite price, winch Is the highest iihiform price ^ wfiMrthe. 
e ntire existing stock can be dispo sed of (including taking 
out of the market hy present owners). 

The diagrammatic representation of the mar ket-price 
equilibrium is simple and obvious. The utility relations 
involved 111 the figures and^analysis for the boy-and-berries 
situation above ^ are applicable. The exchange situation 
is shown in the accompanying sketch. The horizontal base 
line is a scale of prices. The “demand” curve D shows the 

potential purchases at each 
price, for any individual or 
for the society as a whole, 
according to the scale used. 
The amount for sale is in- 
dependent of price, a fixed 
physical quantity, and is 
represented by a horizontal 
line cutting the vertical or 
commodity axis at the proper point. The horizontal value 
of the intersection point gives the market price under the 
conditions. 2 

It is especially to be o bserved that all the quantities in- 
volved in this whole analysis are physical and not psychic. 
If utility m tlie vTduaT^onscio sness is not a true, 
measurable magnitude, as argued, it is still more evident 
that utility in any social sense, involving a sublimation of 
individual utilities into a “social” estimate is a wholly in- 
admissible supposition. The concept of social utility is in 



^ Pages 66 ff. 

® It is also possible, but complicates matters needlessly, to plot the 
demand of others than present owners of the good, only, in the demand 
curve, and draw an ascending curve to represent the sales at different 
prices, taking account of the present holders’ reservation prices. The 
same data will give the same price point whichever method is used, and 
the one described in the text is the more significant description of the 
situation, since there is no practical difference in the causes or motives 
back of reservation prices and demand prices. 
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fact a mere substitute for analysis. The whole p roblem is 
precisely this of showing how an objective and uniform 
pr ice re s ufis fror^ and varia bl^m- 

dividuaT]pr3erSiicesT^ must be done by exhibiting the 
interactions of indi vidu al offers and bids in the actual 
market.^ We in fact know nothing about any absolute 
utility to any individual or about absolute amounts pur- 
chased by any one. All that can be said about the ad- 
j ustm ent which results from perfect competition is co m- 
prised in three statements: (1) Under the conditions (the 
price alternatives as they arc fixed) each indrvdduaj^ chiev es 
the g oal of ration al action, maximizing the want satisfac- 
tion procurable .wjih his given resource^ (whatever they 
are) in purchasing pQwe^^ them among the 

alternatives according to the law of clioice; {^Z) the condi- 
tions the msel ves, the prices or exchange., ratios being the 
s ame for all individua ls, an d the relative utilities adju^^ted 
to equality wi th thes e, i t follows that the relaiim utilities 
of albgCMaS^w any individual purcliases at all) are the 
same to every individual; (3) the exchange ratios will be 
so""a^uste d that at th ose xaLLQauaQ . indi vidual wish to 

exSiang e anything in hi s posses sion for jmyiliiag ilLthe 
possession of any one e lse . 

The emphasized expressions are so treated because of 
current ambiguous or actually confused conclusions in re- 
gard to the beneficence of the results of ideal competition. 
To call this result socially ideal or the best possible, in- 
volves assuming in addition to all the theoretical condi- 

^ Seligman’s treatment {Principles of Economics^ pp. 179 ff. and 192 ff.) 
is a particulariy glaring instance of the organism fallacy, B. M. Ander- 
son, Jr.’s Social Value involves the same error. Anderson palpably con- 
fuses social influences back of individual judgments and preferences with 
social judgments and preferences in any proper sense. Of course the 
individual is a social product, but consciousness is still an individual 
phenomenon, and the conduct with which economists are concerned no 
less so. It is individual purchases and sales which fix prices, not social, 
unless jn a soc ialistic state or one organized in some other way than 
through free exchange between individuals, the kind economics deals 
with. 
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lions as to the workings of the process itself ^ that the 
initial situation, the distribution of goods before the ex- 
changes commenced, was the best possible (i.e., either ab- 
solutely ideal or absolutely beyond human power to mod- 
ify). All that is true (and stated baldly it is little better 
than a truism) is that free exchange tends toward that 
redistribution of goods which is the most satisfactory all 
around of any that can be obtained by voluntary consent 
all around. 

It is self-evident that in ideal exchange the quantities ex- 
changed a re equ al in value terms, a nd ther e T ^jtb' icliance 
for an ything Uke a p rofit’* to a rise. 

Tlie main condition of perfect exchange not realized in 
^ realmelFIl ^’Tir"" p^^ inf ercdmnruhm^ which js 

' to say r^rfect knowledge of what they are doing on the 
^ part of all exchange rs.^ 

In our actual system middlemen fix a price which in the 
absence of monopoly is their Ixist esti mate of the theoret i- 
cal price — which w^ould just enable the visible supply to 
be disposed of — and change it from time to time as the 
rate of sales indicates it to be too high or too low. It is a fa- 
miliar fact that in consequence of imperfect intercommuni- 
cation appreciably different prices forthe same commodity 
may obtain at difierent poi nts In YEe graerS niaA area. 
Certain factors aggravate the dffect oF uncertainty in dis- 

^ See above, pp. 76-80. 

2 The use of money does not affect the theory at all, and the use of 
circulating credit not in any way that vitiates the argument, if it does not 
change in value. 

In one respect the actual situation is very much simplified as com- 
pared with the theoretical, and the disparities which would otherwise 
arise mitigated. The continuity of the process and the constant existence 
of published prices means in general that sellers wdll not come into the 
market at all unless they are willing to lake the quoted price (or more) 
and buyers not unless they are willing to pay that or anything less. It is 
then easy to see how' an excess of goods offered or an excess of purchase 
offers will move the price downward or upw^ard to the equilibrium point. 
The real, practical problem, that is, relates to price changes^ not to the 
establishment of price, and is vastly less complicated than the latter. 



THEORY OF CHOICE AND OF EXCHANGE 87 


turbin g the theoretical adiustmen t: (1) Inertia or inflexi- 
b Uitv of Jirlces, dmlo habit, indifferen ce, rounJmg pff of 
figures, etc. (2) variations in the ‘'commodi^*’ (and 
fraudulent representations of variations which do not 
exist); and this both in the crude physical ware, and still 
more in by-perquisite utilities, convenience or fashionable- 
ness of place of sale, ornamental containers, trade names, 
personality of vendor, etc.; (3) c onsumers' sp ecul ation ; 
consumers do not buy continuously for their current needs, 
but lay in supplies or hold off , according to their progno s- 
tications oFTEe mark eL 

When terms are properly defined and allowances made 
for real commodity differences (which include all the 
factors under number 2 above) the tendency toward a 
definite and uniform price for similar goods is strong and 
conspicuous, and a fair approximation to this result is 
generally reached. There is, of course, the greatest differ- 
ence in commodities in respect of this standardization, 
from wheat and cotton at one extreme to artistic products 
at the other. 

When in our imaginary j>erfectly competitive society the 
exchanges are finished an d the good s consumed, everybo dy 
will agaln^start out to engage in productio n. But occu- 
pations will not be c hosen as befpr,^ there will now be "an 
established scale oT prices of every go o^ in terms of every 
other," and in accofdiuice^ith jthis^^ scialeLevery-miawill 
direct his effort miidrgau ge its intensity, conform ing ^ of 
course” to the Law of Ch oice in making his decision. The 
commodities produced will be th ough t of simpTy as ~pur- 
chasing power over goods in general, andlffiirTmme 
aKernatTveFai^ siinpl^^ ^alth " and not pro- 

dilanglF, whicTi ihealis doing sbinething^^^^ (which 

i^STso doing ‘ something”) entirely outside the scale of 
quantitative comparisons, andTfHis now means ou tside th e 
I ffargeTsphere. Ev ery man will, therefor^ like Crusoe, or 
the boy in the berry patch, carry his exertions to the point 
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where utility and disutility — “really’’ sacrificed utility, 
but of an unspecified and non-quantitative sort — are of 
e qual impo r tanc e in the amounts which are alternative to 
each gtjjer. 

As production goes on and goods accumulate in Jjie 
hands of our ^Tioinines oeconomici,'" they will be exchanged 
as before, distributed among the exchange possibilities in 
accor3^'ce' 'wTffi the Law of Choice; and the exchange 
pdssibilTties^vdll continuously be modified by the same 
process so as to be kept constantly at that point where 
momentarily the utility ratios of every one can be brought 
to equality with the price raUos. But this process of ad- 
justment and readjustment also tends toward an equilib- 


rium; the investigation of this tendency toward a condition 
in which production and consumption of all commodities 
would go forward at unvarying rates falls in the province 
of the second grand division of economic theory, one 
branch of which is the theory of norm al jyrice, ^ 

In a situation such as we have described, with the pro- 
ducti on, cxc l iahge, an d consumption of commodities going 
on cont inuously, the v3Rie scale or system of quantitative 
equivalenc es of commodities, becomes much more ol)- 
jective and definite than it could ever be in the economy 
of an individual Q-usoe. The j^qnstant presence of ^the 
published scale of exchange ratios and the working-out of 


the^wboTe organization m terms of it must have a tremen- 
dous influence i n “rationalizing” the economic activity, in 
impressing its quantita tive features on men’s nunds, and 
enforcing precise calcuTSiohs an3^coniparisons._ Th re- 
suTf Ts that alTgoods are reduced to a homogeneous aggre- 
gate or fund of value uni ts. This fund of value, as the 
mediu m ofso lving the problems of alternativeiliafiii^^^ 
efi^es the economic 


two 


^ The other branch is the theory of distribution under static condi- 
tions, but under our present assumptions there is no such problem since 
joint production is absent. 
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parts or stages fairlj distin^ in his thought. The goods he 
produceTtiemg thought of merely as so much value in ex- 
change, the problem s of combining alternatives in pro- 
duction is sep arated anH simplified by the necessity of 
c ons ideiing but two alternatives, as we have noted above. 
Similarly, the problem of consumption is considered in- 
dependently% taEng the form of the problem of exj)en(ling 
vaTuFirTexcEange, which is worked out on its own account 
in accordance with the principle of rational choice or cUs- 
IriButToh of resources among competing uses. Thus value 
in exchange on the expenditure side, becomes like the con- 
cept of exertion to Crusoe; it is an instrumental idea, with 
no ontological content, but extremely useful in solving the 
problem of choice. The sep aration of the two halves of t he 
economic p^roblem is much heightened in real life .by Ihe 
storing-up of valu|^hi exchange, and the prc^duction of it 
for th e purp ose- 4af-~^toring^it-..UP, against unknown contin- 
gencies 4 .jKUhjaaJ^ any 'particular use to be made 

of it. The separation is still further heightened by the 
tendency of the production of wealth t o lose all connection 
wit h theliotion of consuming utiliti^ and take on the form 
o f a conn^etitive contest in which value in exchan ge be- 
comes a mere measure of success, a counter in the gam e. 

The further establishment and objectification of the 
value-system will also involve a more definite evaluation of 
productive sacrifices or ‘‘exertion,” really the “non-eco- 
nomic” alternative occupations given up to perform pro- 
ductive labor. This evaluation being in terms of value in 
exchange, productive labor is in this sense brought into the 
general value fund, though under the conditions we are now 
discussing (independent individual production only) it 
would not actually come into the market and be exchanged. 
The evaluation of productive effort, i.e.,its measurement in 
terms of an established scale of equivalences of eco aomic 
alternatives, furnishes a correspondingly substantial con- 
t ent for the notion of “outlay cost in a niiantitatTve or 
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value sense, and n ien*s minds woidd undoubtedly work 
l argely in terms^ tmrconc^ t. 

Now it is especially important to note that at this point 
in the hypothetical construction we have first arrived at a 
set of conditions where the outlay cost of a particula r good 
is no t necessarily a nd a^i ^aticallv equal to the v alue of 
the g ood itself. For, while the readjustment toward nor- 
mal price or equilibrium conditions is taking place, the 
** valu e of th e lab or will be determined in the market 
price situation at one mom ent, wliile tTie value of the good 
which it yields w^ill be determined at a slightly later time, 
an^ there will typically be some deference between ^he 
two 'The value 3f the jgroductive effort is that which the 
good it pmduces has previously had, while the value of the 
good it does actu^ly produce wdll when it comes dh the 
market be something else. The d iff erence , positive ^ or " 
! neg^ve, h etweehTli^ value of a good and the (value of) 

I i ts cost is analogous to ” pr(^ t .^^ It s occurrence is mani- 
festly due to the ^act that men must base their acts on past 
conditions, or on uncertain inferences as to the future 
based upon past conditions, and not on the actual future 
conditions to which they really relate. 4^?P9S ?£ 
out accurately what goods are going to be worth after they 
aii~^7dghce'dr{Eey“lniri^^ energy 

acco rdingly, and t he profi t di fferent ial will disappear. 
AndT since this Ts what they constantly strive to do, with 
some measure of success, the system will tend toward that 
equilibrium adjustment in which no profit exists. 

The theory of the normal price adjustment is precisely 
a nalogous to thld Sflmar^et price , since there is no difler- 
ence in principle (but only one in complication) b etwe en 
{EF purchase oTa good b y the sacrifice o f another in ex- 
change and its^ purchase ” by the sacrifice of the production 
6T ahdtheTgoodln TCs normal price and 

market price th eories are little more than cofoiranes from 
£he single fundamental Law of Choice^ 
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On the production side of the twofo ld alternative, t he 
nfilitv or importance any goo aiilts purchasing po wer, 
aSSTiti e higher the price the more of it will be produced , for 
fET^same reason that Ousoe would produce more of a 
more wanted good or an individual in a market purchase 
more of a similar one. But the higher the price of any 
good the less of it can be disposed of. Now since the 
amounts produced and disposed of are axiomatically the 
same, the price wdll move ^ 
toward„j^^ point at whi^ S 
the natur al am ounts of p:^- gg 
duct ion aii^d^sales^a^^ that 
price a re th e sjjne. Dia- g'g 
grammatically, taking again B 'g 
a scale of prices as a hori- * 30 ! 
zontal basis, an ascending 

a 

curve will represent the ^ 

(rate of) production or sup- 
ply at different prices (in terms of other goods), while a 
descending curve will represent the (rate of) sales or de- 
mand. The intersection of the curves gives the price point. 

A slightly different way of viewing exactly the same 
facts wdll make clearer the individual motivation and show 
the bearings of the idea of value-cost. The demand curve, 
viewed from the other direction, or with the axes inter- 



Prices 


changed, is in fact a cost of production curve. T^[ieamoimt 
produ ced (in u nit ti me, the rate of production) at any 
jirice IFthe amount CEaF can Be produced at that price 


will be divertec 


given price yields 
a loss, ; 



(anlSTvalued in the other uses) will yi eld more in the 
pr63uctioh 61 the good in question ; wEiLfi^ imilar ly, los s 


■iiiitiiffwtifMwwiTSWioTSTSI 
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by that of the best use). From the present point of view 
the demand curve shows the possible selling prices of 
different sizes of supply, andThe conHItTon oT equilibrium 
is thaF^cosl'lii^^ j^ice shalli be equal. The inter- 

sectTon of tFi^curv(S Iben sEowilon I>nel^ the equili- 
brium rate of production and consumption, and on the 
other the equilibrium price. The character of the whole 
analysis as an easy deduction from the Law of Choice is 
clear enough without further elaboration.^ 

Space does not permit us to give more consideration to 
these first fundamentals, and we must allow the above 
brief and perhaps somewhat dogmatic treatment of con- 
troverted issues to stand. It is difficult in the light of such 
an analysis to see any real meaning in such questions as 
t he causal relat ion between cost and value, and others about 
wb ich controversy has ra ^JT TJiicIer competitive con- 
difiras a, value involves an equal cost and a cost aU’CCpial 
value, so directly anT^\Ious^ Xsmce it is all a purely 
relative matteFof cKdbimgTietween alternatives in such a 
way as to equate them) that the two are but little more 
than different words for the ^ine pTienqmeim viewed 
f rom (Jifferent stan dpoiii ts . Cost is the value of the re- 
sbuTi^s embodied in a thing, wlncKIS^ to^g^Qie value of 
some use for them; it may L e am ** economic a “non- 
ecomIm?^(raeisurable and marketable or the opposite) 
use, blit if tfiere is not a competing attraction of some 
sort the ^^resoiirces ’^^Tirnorbe ^^resomcesj’^^^^^^ just as 
if the thm^TtieTFis not wanted somewhere else it joJl not 

^ It will be noticed that our cost curve is one of increasing costs. 
This is the only case to be considered from the present point of view. The 
question of decreasing costs comes in at a later stage of the analysis under 
more complicated conditions. It is obvious that to increase the pro- 
duction of any good involves the diversion of resources from producing 
other goods, which will raise their value while lowering that of the good 
6rst considered, and since resources are valued according to the best 
available use, this means increasing cost with increased output. At the 
present stage of the argument there is no problem as to the cost of any 
unit of commodity or yield of any unit of productive agency, since only 
one kind of agency is used in making any one good. 
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have {exchange) value, and we should say not even utility 
if the word is properly defined. 

The whole argument is merely an elaboration of the Law 
of Choice (the correct form of the principle of utility), that 
pr eference ratios betweim alternatives" will by combining 
the alternatives in the requisite pr opo rtions be made equal 
t o the ext ernally g iven phy sic al equiv alence ratios, first in 
t he market an9"th"eii in^rodimtiQ That “goods” are 
largely alternative to eac^ other in production (involving 
tKFuse oTIthe^ same urtimate resources) is the condition of 
our havi ng an ec onomic order, an organization of want- 
satisfyir^ a^ivities based on freej^^^ and exchange. 

We turn now to consider the further complications of the 
competitive situation arising from the organization of a 
pl urality of productive agents in ffie making of "“ST single 
commodity. 



CHAPTER IV 

JOINT PRODUCTION AND CAPITALIZATION 

The present chapter will bring a greater semblance of 
reality into the imaginary, highly simplified economic 
system partially constructed above. Many of the features 
of everyday life abstracted for simplification can now be 
introduced in succession and their relations and bearings 
separately studied. In this way we shall ultimately deter- 
mine what is necessary to perfect competition and what is 
not. It will be found that most of the simplifying assump- 
tions hitherto made can be dropped without destroying the 
conditions necessary to a perfect equilibrium in which costs 
and values are identical throughout. So long as we adhere to 
the fundamental condition already emphasized, that men 
knotv exactly what they are doing Ahnt no uncertainty is pres- 
ent, other elements of reality hitherto abstracted merely 
complicate the process of adjustment without changing the 
character of the result. Their elimination has served the 
necessary end of simplifying the study of the fundamen- 
tals of economic behavior and made }x>ssible the separate 
study of these complicating considerations themselves, 
which we shall now undertake. 

The first step in this further developmentjif^jyheJ^magi- 
nary social structure is to examine the nature and bear- 
ings of organlzi^ ywdiu^c iiitliertTy"“ntir S6ciel3^as 

been arbitrarily restricted to the unorganized or individual 
creation of goods; there has been only “primary” division 
of labor, through the exchange of products. We now turn 
to consider “secondary” division o f labor, or division of 
occupations within the separa^ indus trre^t^^^ 
tyn of a kr ge number of persons in tlielna king oTallngle 
product. This added element in tke situatTclii' ^ves us 
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two serious new problem s, though closely related ; firs t, the 
mechanis m of the actual org anizatiop of productive groups 
through free alone , and, second, flie’drvlSioSror" a 

j ornF^product among the individuals m aking different 
kind s of contributions to its produc tioin TK Tat teFIs Th e 
familiar problem of ‘‘i mputati on'* {Zurcchnung) or“^s- 
t ribution" in the technical sens e. 

Practically speaking, we are now turning to the second 
general problem of economics as it is met with in the real 
world. For methodological reasons we have, indeed, found 
it necessary to discuss a society in which specialized pro- 
duction takes place, but not joint production. In reality, 
of course, production is joint, practically without excep- 
tion. The subject for discussion now is, therefore, the 
general principles of social organization under free ex- 
change where given resources are used (in the production 
of goods) for the satisfaction of given wants (and under 
given conditions as to available methods of technical or- 
ganization, etc.). It is the problem of the “static state." 
In order to keep the problems of the organization of pro- 
duction and the division of the product as simple as possi- 
ble and to introduce complicating factors one at a time, 
no other changes are now to be made in the arbitrary speci- 
fications of the system we arc studying. In regard to pro- 
duction particularly, we assume the absolutely continuous 
creation of the complete article and its immediate exchange 
and consumption when complete, and the absence of pro- 
ductive “property" in the ordinary sense. ^ That is, there 
are to be no material productive agents w^hich are not either 
superabundant, and therefore free, or else rigidly attached 
to the persons of their owners, and no way is to be open 
either to increase the productive efficiency of person or 
thing or to decrease it through use. The only chang e now 
introduced in the conditions of our problem is that atleast 

^ See above, chapter iii, pp. 76-80, for the assumptions under which 
we are working. 
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a large part of the co mmo dities produced and consumed in 
our sdcie^ty are to be m^de by groups of mdivi dii^ , 
formmg a number of di ffere nt kinds of pr oductive w ork. 
It is not necessary that every individual perform a unique 
function; rather let it be typically true that considerable 
numbers perform the same sort of work and that there are 
gradations of similarity in the different tasks. ^ 

Tjbg possibility of a n autom atic org^^ of pro- 

duction Jthrough free ag reements between individuals de- 
pends upon a technological principle governing joint pro- 
duction andTiiotTiitHerto introduce^. This new axiom is as 
fundamental to economic thought and process as the prin- 
ci^e of choice or diminishing utility, and very similar to it 
i h'stat e jnent . is the princ iple of the yarii^^^^ of pro- 
p ortions in the f f^ntnrs nf pr.Qriiir?tinn^ Almaty ]nr»g f^rnniig 
u nder the name of ** diminishing returns/^ though its clear 
and approximately accurate formulation in general terms is 
a relatively recent achievement. This new law is a geiieral- 
iz ation from the facts of physical nature as the Tofmg^s a 
generalization from the facts of hu man nature. Like the 
other, and all other ‘Taws,” it is an approximation, and its 
approximateness must be kept in mind in making practical 
applications of conclusions resting on it as a premise. Like 
the other great axiom s in economics, it is purely a princi- 
ple of r elativity, de aling with proportions only. In this re- 
spect the current statementsoT tLe pn^^ generally 

less misleading than in the case of diminishing utility, 
there being less temptation to give it an absolutistic in- 
terpretation. It does seem strange, however, that it took 
economists so long (nearly a century) to recognize the 
inherent reversibility of a change in proportions and to 
draw the obvious inferences from the fact. We may ob- 
serve finally that the new principle is much ‘Hruer”; i.e., 
more universally and accurately in conformity with the 

^ See note above, p. 86 n., on indifference as to the presence and use 
of money. 
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facts, -more dependable, than its psychological counter- 
part. 

In many other respects, also, hetwcf" 

t he two fundamental principles of pr oportionality, the 
psy cb^gical law of diminishing utility “and the tech^ - 
logical one of diminishing retnrn.s . A formal and accurat e 
statement of either presupposes contmuous divisibility 
oFtKe variable element, which is iTot true to fact in a par- 
t icuTar case« but which does hold good with pr aHicjrac- 
curacy in a large market . In both cases divisibility breaks 
down completely (in an individual case) for minimum 
amounts. As there is a d efinit e mini raui^ of^ny 

consumptio n ^^o3 required t o gi ve k any significanQt?, so 
tKcfe^reTmiits to the proportions of productivity agencies 
wElcK ^pi^ylerd any e ffect at all. As to minima in the case 
oTconsumption goods in tE^ different sense of minimum 
amounts necessary to life, this, though commonly assumed, 
is ordinarily not true. It is only under yeiy spe^cial circ!im >. 
st ances that any particular c ommodity, as the market de- 
fines and differentiates commodities" (and this is the only 
sound or relevant method) , is indispensab le. 

In the case of both the law of and 

that of diminishing return s, also, there are maxima to be 
talkenlnto account beyond which tEe good o r a g ency ceases 
t o enter into problems" orconduct a t all, becoming a “free 
g ood'* — be tter c alled a potential goodTSs^el mye 
The correct procedure is of course to treat superabundant 
elements in production as we did those in consumption; 
i.e., to take them absolutely for granted and ignore them 
completely. Only the “possibility” of a situation arising 
in which a thing would not be superabundant can give it 
significance or lead to its being consciously considered in 
any way. 

In discussing the principle of diminishing returns a 
special difficulty arises in the confusion of v arying propor- 
tions in a combination with changes in the^aLsoIute iSze 







JOINT PRODUCTION AND CAPITALIZATION 09 


agenci es in a com bmation. the physiml profliirl of-the 
cCTiBiha tion will increase, but after a certain point the 
output will increase i n"Tess pi^brHS FThan""!^ The 
agency in^uestion anH will ultimately decreasTi'^xsoTiilel^ 
iC more general formulatio n, em^ asizing the referejuce to 
proportionality in contrast with absolute size, and the 
reversibility of thenfaw^^^ run as follows: Wlien the 

p ropoHjSnL^oragencie s in a combination is continu^sly 
v aried over a very wide range, there is generally a first 
stage in which the product ger unit of ^ 
c ^Tesj then a stage in which the product per unit of the 
relatively increased agency decreases and the producfper 
u niTof the r^tively decreased agenc y increases ; and finally 
a third stage in whicl^t he prod u ct relative t o either agency 
decreases . Si nce either agency rnay be the increasing and 
the o ther the decr^^^g^'^g the and thiH stages are 
identic al in nj^aning.^ 

^ See F. M. Taylor, Principles of Economics^ chap, iv, for a very 
thorough and sound non-mathematica! discussion of the whole question 
of variable proportions and diminishing returns. 1 must remark, how- 
ever, that Taylor’s treatment of the economy of large-scale production 
seems to me to be based on fallacy. 

2 The second statement of the law is deducibic from the first. All 
that is invoh^^d in the law of diminishing returns is properly to be re- 
garded as a deduction from the following self-evident premises: 

1. The proport ion.s of agencies in a combination may be varied without 
destroying its productivity. 

2. If to a certain amount of one agency (say, labor) another agency 
(say, land) is added in amounts varying continuously from zero to in- 
finity, a definite amount or range of amounts of this second agency 
(neither zero nor infinity) will yield a larger total product than will larger 
or smaller amounts. In other wwds, if the proportion of one agency to 
another Ls increased without limit, the product per unit of the decreasing 
agency will first increase and then decrease; i.e., there is a maximum 
point, or range, beyond which in either direction the product (per unit 
of the increasing agency) will decrease. 

3. It is demonstrably true, and is necessary to the theory of distribu- 
tion that extreme variation (short of infinity) in either direction will 
yield a zero product. 

It is most essential in regard to this law that it relate to any variation 
in proportions irrespective of the absolute amount of any factor present 
and of th'e direction of the change. But the conventional case of the ap- 
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It is requisite for an intelligent organization of produc- 
tion and a determinate division of the produce among the 
factors by competitive price forces that not merely the 
product increase in less ratio than the factor, but that equal 
arithmetic increments of factor yield decreasing incre- 
ments of product. These two principles have entirely 
difi'erent meanings, of course, but they are badly confused 
in many statements of the theory of diminishing returns. 
The second can, however, be deduced from the first, which 
follows from the very nature of an economic situation, as 
shown below. The relations of the various elements in the 
problem can best be shown by reference to a graph. In the 
accompanying figure, the horizontal or X dis tances r epre- 
sent quantities of the single variable productive factor in a 





plication of labor to land, or rather of land to labor, is easy to visualize 
and suitable for illustration. Let us imagine a group of new settlers on a 
virgin continent faced with the problem of how much of the unlimited 
supply of land to use with their limited supply of labor. It is surely evi- 
dent: (1) that they can use different amounts and still get some product 
(Ax. 1); (2) that they can use too little or too much to get the largest 
amount of product (Ax. 2) ; (3) that they might conceivably try to use so 
little or so much land that no product at all would be secured (Ax. 3). 
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combination, and the vertical or F distances, the corre- 
spWJTiT^toS ph^sjcaJ output of the j[r6up: In ^ 
ieiTOS the p^^ where diminishing returns begin is the 
point (3) where this curve becomes tangent to a straight 
line through the origin. Less than this proportion of the 
variable agent cannot intelligently be employed even if it 
is free, for the output could be increased by discarding a 
portion of the other factors, if no more of the variable one 
could be obtained at a uniform price. It is true, necessarily 
and a priori, that there is such a point on the curve, that for 
less amounts the pr oduct increases in greater ratio than 
the factor, niat is7 for anypomTonThe curv^>etween this 
and the intersection of the curve with the X 
axis the tangent must cut the X axis positively. Now, if 
below this point (3) the tangent to the curve cuts the posi- 
tive X axis, if at this point it passes through the origin and 
beyond this jx)int it cuts the positive Y axis, then mani- 
festly the curve is concave doT^mward at the point in 
question. And this is the graphic condition representing 
decreasing increments of product. It seems reasonable to 
assume that the same condition (concavity doA\Tiward) 
holds from point 3 to the maximum point (4), but this is 
not demonstrable a priori. If it is untrue for a certain stage 
in this interval between points 3 and 4 over the whole field 
of industry, as represented by the dotted line in the figure, 
there is indeterminateness in the competitive situation in 
that interval and to that extent, but this is a rather in- 
credible supposition. 

It is immaterial what shape the curve has below point 3 
so long as its tangent always cuts the X axis. No dou bt in 
a ny one T;r]flnstry 4^ ' m‘ ^ 

f Rurns^terspcrsed with stages of decreasing returns, an d 
various proportions of combination of the factors are wis e 
and stable.^ 

^ It is to be noted that we must assume the size of individual establish- 
ments to be nearly a matter of indifference. 

The above reasoning proves also that the curve itself cuts the X axis 
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If men are s upposed to know what they are dmng 

no occasioii for disc ussing the fi^j^andTthird stages at alL 
The boundaries of the second stage represent extreme 
limits where one agency or the other becomes a free good 
and passes out of consideration altogether. Beyond this 
point the product is absolutely diminished by increasing 
one agency or the other, as the case may be, which is an 
absurdity. The identity in meaning of the first and the 
third stages is evident; the first stage when passing in one 
direction is the third when reading the data in the opposite 
order. It is a mere matter of the arrangement of results, 
not of the results themselves. Beyond the limits of the 
stage of “decreasing returns, ’’^therefcre, or under^ir- 
cHMstall^^ Hid no f hold, there could not 

exist an “economic” situaiian. Unless ifi^Surn per unit 
of ¥hy agency does decr ease it is not productive at all; its 
use adds noUun^jd tfi e outp ut of If we 

imagin e increasing r eturns the agency is negatively pro- 
ductive. This fact has been recognizeerTn the case of land 
in the common statement that additionai land would 
neverllFfalcencTpunin'dimi^^^ set in on that ^ 

alr^d^mlise. 

The facts of variability in the proportions of agencies in 
the pirid^Lictive organization, and of the variation of the 
yield relative to the different agencies in accordance with 
the principle of diminishing returns not merely make 

positively as drawn in our figure, and does not pass through the origin. 
It follows further from the symmetry of the relation between factors that 
the curve will cut the X axis agairi beyond the maximum point and not 
become asymptotic, as it should do if it passed through the origin. Pro- 
fessor Taylor’s curve was incorrectly drawn in this detail as it should 
either become asymj)totic or else not pass through the origin. 

^ Really on the other agencies applied to the land, but we follow the 
usual formulation. The assumption must l)e borne in mind that men 
know what they are doing and are motivated by the desire to maximiEe 
production. In fact, the results are much distorted by ignorance, the 
effect of tradition earned over from a place where land is scarce to new 
countries where it is abundant, ingrained land hunger, etc., and in the 
United States by the conditions of land settlement and preemption. 
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possible the econonyc org anization of society through fre e 
CTOffactrBuTln th eir absence th e w hole question of or- 
ganization would be meaningless; there would be no such 
proUlenir TThless there were lipihnFor'us 
binations of various productivities, with the possibility of 
comparing them, there would be no question of using any 
one arrangement rather than any other. Orga nization is 
c alled f or, is p ossible, and is carried ou t only t hro"u jpi the 
fact tTiat the~separate contribu tions of separate agencies to 
a joint product can be identified. The organization through 
jf7ee contract is possible and real and 

effective in so far as such a system lends to give to the 
owner of each agency the separate contribution of that 
agency. Mod em society i s organized t hro ugh t he ,associa- 
tion of cont rol over productive agencies with the right tc> 
thSr yield. Only because the income is greater where the 
procludt is larger is such organization possible at all. In the 
absence of a law connectmg distributive share with effective 
contribution our soc*ial system would be no system, but 
chaos. It is, therefore, inappropriate for economists to argue 
as to whether the separation of contributions to a joint 
product can or cannot be made; it is made; it is our business 
to explain the mechanism by which it is accomplished. 

The busin ess man does find out how much different 
agencies or units orpToHuHive "power are w to the pro- 

ductrv? pfo^ss orT^^ ^ couTJ not car ry on h is business . It 
is obvious that the business man, in bidding for the use of 
separate agencies, must think in terms of the added con- 
tributions of added unit sf— inn^ecKnl^ p^r- 

l ance the ^^marginaT’ product ,” ^nd itl S^cIemLonstm 
that wl^n^^ t^^ units ^e f ficiently small the su m of The 
sepa rate, specific contribu tion of all the agencies exhausts 
the totarjoint^roduct.^ 

iFTs toTie observed that when a new productive unit is 
added to a productive combination the technical law of 
^ Cf. below, p. 108 and note. 
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diminishing returns does not fully describe the variation in 
the output. In consequence of this law alone, the ad^ed 
physical product of similar agencies will rise in the positio n 
from which the one in quest iqnjs mthd r and f all in 
tharnhto move s. ^ But in additio n, since the tra ns- 

fer decreases the total output of the commodi^from whose 
production th e agency is wTtTidra^ and increases the out- 
put ofthe industry int o which it is moved, the 

f ormer will rise anci of the latter fa ll relatively. In an or- 
ganized free exchange society, producers naturally estimate 
product in terms of its exchange value and not of. its 
p hysical magni t ude . The variations m physical contribu- 
tlonand iiiTfie^ value of that contribution when an addition 
of any kind of agency is made, work in the same direction 
and mu st be added to giv e the tota l decrease in the value 
product. lYe shall call the aggregate variation by the name 
of diminishing value ]^oductivit y or simply 
productivity, which must always be distiiiguished frdm^^ 
climmishing"p1iys ical retunis T^ ” 

^ The fall in specific or marginal contribution is an easy inferenc'e from 
the law of the variation of product j)er unit. For a detailed demonstration 
see Taylor, loc cit., especially pp. 101, 102. The “added product” of a 
unit in the text above is what Taylor and most writers call “the marginal 
product” of the “factor.” For reasons which will presently appear I 
prefer to avoid the misleading terminology' of factors and margins al- 
together. 

2 This terminology^ is more or less arbitrary, but is one way of straight- 
ening out the current coTifusion and giving different names to different 
things, Taylor {loc. cit.) uses both expressions “diminishing returns” and 
“diminishing productivity,” in connection with the instrumental law; 
in fact in virtually the same sense, and does not bring out tlie contrast 
between the variation of physical product and that of value product. 
Strange to say, he does not use the principle of diminishing returns which 
he so well formulates in his discussion of distribution, but adopts a 
different line of reasoning through different proportions of factors in 
different industrie.s without variability of proportions in single industries. 
That this same princi[)]e is involved is recognized by Taylor, who thus 
shows a considerable advance over Wiescr. This author, it will be recalled, 
uses the same theory of imputation which Tavlor uses, but advances it in 
place of the specific productivity tlieory, applied to industries iudepend* 
ently, which he repudiates. (See below, p. 110.) 
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It is unnecessary to introduce into our society any factors 
or agencies other than labor in order to study the mechan- 
ism of imputation. Groups of individuals more or less 
specialized to and specializing in different productive 
functions in the making of the same commodity represent 
in principle all that is involved in the cooperation of agen- 
cies of whatever difference in nature. We may, therefore, 
refer to these different functionaries as types of agencies, 
or indeed as “factors” of production, though we shall 
presently find reasons for avoiding this term, on account 
of its misleading connotations. When the conditions of a 
“static” society — i.e., given conditions of the production 
and consumption of goods — are correctly laid down, there 
is, as we have seen, no room for property in any sense 
which differentiates it from productive capacities inherent 
in the person of the owmer.^ 

This matter will be discussed at greater length as we 
proceed. I ^t it merely be understood at this point that an y 
class or group o? agencies, or “factor ” of production to 
\ ^ich we formed on the basis of the physical facts 

and includes t hose things w^hich are actually interchang e- 
SEIe one witE another in the production process , ll.we 
speak of “ factors ” at all, there will thus be not three, but a 
quite indefinitely large number of them. ^ 

As a matter of fact, a great deal of unnecessary mysti- 
ficatio n has been thrown around the problem of imputa- 
tion . It is merely a case of joint demancf, "amTTKe sa^ e 
si tuation is comi^n in the case cff~^consump tio^ goods. 
There is really no more mystery or specinTdlfficuIty aT)ou t 
separating the demand for labor or any particular khuTof 
fahor, duetto' th^ faCT thar1trtsTioTTinplQv^(l alone 
there is about con structing a separate demand curve for 
butter, which is always consumedTlIong w ith"^^ 

^ Cf. above, chapter in. 

^ As, Davenport has remarked. (Cf. Economics of Enterprise ^ chap. 
XXII.) But Davenport’s position will come up for criticism later on, 
(Below, p. 124.) 
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modities. T he principle of variable proportions is the key 
to1tIie~^oIu tio ii in both cas es. Commodities always used 
together and always in the same proportions would not be 
separate commodities, as far as consumption is concerned, 
but parts of one commodity, though they might still be 
valued separately if the conditions of production were dis- 
tinct. 

Keeping in mind the above facts and the simplified con- 
ditions under which we are working, it is not difficult to 
picture the actual mechanism of the organization7*Xet us 
b^iii asTirtTielaS^ chapter with a random adjustment and 
follow through the successive readjustments to the equi- 
librium condition. Suppose that groups of producers are 
formed by guess in any chance way, the product of each 
group as a whole being determined in the manner alreiidy 
described and its division among the members of the group 
arranged on any basis whatever. It is evidffl t that the 
desire of ever y individual to better h ims elf wdll lead at 
once to three sorts of person will 

endeavor to ascertain h is owm value to th e group of which 
h e is a member and compare it with the sha re j^nch Fe is 
re ceiving ; and secon d, Jie will similarly inquire w liat he 
, mightT5e worth to other group s, Th ird^ as a m ember..QLa 
Aroup each individual will interest hims elf in Jthe value to 
t he group of ot her, individuals i n i^t amHn U value which 
individuals outside it wou ld have if t hey could be pro- 
cured~7dFIIk ...£XQUP. As a result, ( 1 ) remunera tions will 
rapidly be r ead juste^towajd the values whhffi the ipdivid- 
u aLs co ntrffiute totb,e,_o utpu t of th e grou ps with which they 
work, and (2) all indiv idua ls w ill gra vitate toward t}K)se 
groupjLin which they ra n make the largest contrib utions to 
output . Any individual receiving from his group more 
t^ian he is wmrth will be released or have his remuneration 
reduced. Any individual receiving less than he is worth 
will be able to secure his full value, ^ since w^e have specified 
^ The mode of internal organization of the groups need not trouble us 
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conditions under which perfect competition will exist 
between the groups. 

All productive groups would th us compete among them- 
selves for th e services of ac tual and potential members, a:^ 
t he mdrvaduals in the society wcnild for positions 

in the grou£ in a rn^amier cpiite analogous to the existing 
order of things. The^standard of what a group could afford 
to pay for a ma n is cle arJy the iunount which he enables it 
t o^pfoduce more than it wo u ld pr oduce without him. In 
the final adjuslment the individual^ contriKutiyir to the 
income of the group is his contributio n to the incorng of 
a whole, which he is under pressure to make as 
large aspq.ssible ^ hlrnself in the position where he 

is really most effective.^ The tendency of a competitive 

here. It ini^?ht take any form which would produce effective common 
action and responsibility, lii life, it is, of course, generally worked out 
through a responsii)lc entrepreneur as intermediary, hut it is necessary 
to exclude such a functionary at this point in the argument, and in fact 
his services W’ould be superfluous, except, perhaps, temporarily while the 
adjustment w’as l)ciiig worked out. (ire-ater violciK'e is done to reality by 
the .spe(‘ification of perfect couii>etilion among organizations for members. 
This assumption involves, in the first place, perfect knowledge and inter- 
communication throughout the society. In addition it calls for a large 
number of groups exploiting cvi^ry .sort of service, and entire absence of 
collusiv’c action among them. The numl)cr of establishments in any line 
of pro<Iiiction depends upon the size of each, winch in turn def)ends on the 
divisibility of the factors bt'ing combined. Hence the princii)le laid down 
above (p. OS) that comy)elition depends on a degree of divisibility in 
productive factors. That division of labor is limite<i by the scope of the 
market is true, but commodities sold in different markets do not repre- 
sent the same aggregations of utilities, and are different commodities. 

^ * There is a difficulty in regjird to the meaning of the value contribution 
to a social total. Exchange values being essentially ratios, an aggregate of 
exchange value has very little meaning. We cannot be sure that the value 
iiK'ome of society as measured by the market, in terms, say, of a particular 
commodity, would be larger when the final adjustment was reached than 
under any other arrangement, and, of course, it will not do to say that the 
individual gets the phvsieal commodities wliieh he enables the society to 
produce. The answer is that he will get the value of the physical contri- 
bution which he makes, enough value income to buy it. The actual 
physical coatribution should theoretically consist of infinitesimal incre- 
ments of practically all the commodities produced in the society, perhaps 
including an increment of ‘Teisure,” 
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organization is^ ther^ore, toward that ideal adjustment 
familiar in the literature of laissezjaira> In the final ad- 
justment the organization could not be clianged without 
bringing unconipensated losses, and the total produce 
wiaiid.. amoilg^aU claimant by giving each his 

ad^ed product. ^ 

The conditions precedent to this theoretical result are 
indeed abstract; but they are the conditions of perfect com- 
petition, and they are the conditions which actual society 
more or less closely approaches. It is important both to 
understand free competition because society does approach 
it more or less closel^^ as an ideal, and to be fully aware of the 
artificiality of the conditions necessary to realize it i)erfcctly. 

^no^er way of formulating the condition of equlibrium 
is to view Tlie adjustment as a coni inual repricing of i)ro- 
ductive ^rvice^TKnTpf defies^ be more cldse?ly analcv 

gous to the process by which th e prices of consurnption 
goods are det ^nu ied . We can think ofeadE producer or 
grou p as being in the market with a (tertam amount of 
money to spend foF prdd uetTve p owefln the abstract. At 
the priceleverestabTished at any moment those productive 
agencies will, oF course, 15c purchased which make the 
lar^st pne? contrlKulTon to prpdu^^t for a given price 
ouTIay^nButsm the amounts of all agencies in existence 
arFfixed, competition will quickly force a readjustrnent of 
pr ices to thaF15oihT"^"vTiTcir(^lu^ of all 

agencies make equal price contributions to product, just as 
in The Torme 7"case^ gqiial price amounts of all goods must 

^ For a full discussion and demonstration of the theoret ical exliaustive- 
ness of the distributive prcK*ess as descTibe<l above (though in a somewhat 
different setting), see Wicksteed, Common Svnae of Political Economy, 
book II, chap, vi, and The Coordination of the Laws of Distribution, 
passim. The reader will notice that the lines along which the adjust- 
ment is supposed to be worked out above are very different from the 
‘‘dosing method” familiar in American economic literature. (Cf. espe- 
cially J. B. Clark, The Distribution of Wealth, cliap. xn.) This latter 
procedure seems to the writer unnecessarily abstract and unreal and more 
difficult to follow than the realistic method of tracing out the effect of 
competition among establishments. 
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represent "‘equal utiliti es"^ to all consumer s. The organiza- 
tion”^ortlie productive system as a whole is in fact quite 
analogous to that of the expenditure of income. Productive 
agencies are now the given resources of which the best use 
is to be made by distributing them so as to secure equality 
of remuneration for similar units in all employments. In 
the organization as a whole, the two princii)les combine. 
The money income may be omitted, as an instmmental 
intennediary, and the result stated by saying that the real 
resources of society tend to be so distributed among all em- 
ployments that similar physical units everywhere make 
contributions psychically equivalent to all persons in the 
system in a position to choose between them. 

It will now be in order to notice the more important ob- 
jections which have betm made to the productivity theory 
oT'dlHnbution, though many or all of them have already 
been answered an^ probably would not be made against the 
f olrin ‘oT^e TT ie or^ ^^ presented above.^ To begin with, let us 
insist on the complete separation of the theory of distribu- 
tion and social ^dog- 
mas, which hav e J)e<gn.. di^ it. Professor J. B. 

CTarlc, the leading American cxj>onent of tlie theory, is 
partly respoiisible for this CQlifusiom. through a fcw.-un- 
guarded paragraphs in “The Distribution of Wealth.’’^ 
The ille^^rraacy oT Diese’OTiTcal^dedudfib has been well 
argued, however, by Professor Carver, ^ another expositor 
of the theory, as well as by Professor J. M. Clark in de- 
fending the theory itself.^ We may, therefore, pass over the 
strictures of those writers who do not like social implica- 
tions which the theory does not have, which include a 
considerable part of the criticism of Professors Daven- 
port^ and Adriance;^ we shall take up briefly the ques- 

^ See especially pp. 8, 9 

* Quarterly Journal of Economics, x^u^'ust, 1901. 

* Politilcal Science Quarterly, June, 1915. 

^ The Economics of Enterprise, chap, x, 

® “Specific Productivity,” Quarterly Journal of Economics^ vol. xxix, 
pp. 14)9 ff., esp. pp. 159 and 160. 
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lion of the ethical asi)ects of the competitive system in 
chapter vi. 

Against the productivity theory itself an old and com- 
mon criticism is that well statSTGy "Wieser,^ who attempts 
to refute Henger’s presentaticm of it, and substantially 
tHF^smiie line'dranaHc more recently 
by Hobson, ^"1^0 refers especially to Wicksteed. The con- 
tention Ts tliat specific or marginal productivity cannot 
af ford a theor eticall y adequate n ietlic^ofllistrrBuITohrT^^^ 
the reason that the sum of the products of the separate 
agencies, as defined by the theory, will be.nQLeqmd^^^ 
total join t pr oduct, b ut consider ably larger. The amount 
subtracted from the total product when “one unit’’ is 
wiUidrawm will, it is argued, b e m uch greato than can 
be imputed to that agent alone, since the loss of any iigent 
will more or less dislocate the organization. It, therefore, 
becomes impossible by tEIsThethb^ dmde the total ac- 
curately into parts ascribable to the separate “factors” 
individually as the speci fic co ntribut ion cif^ea^. Wieser 
proposes” ah aTtemative method, which is identical with 
Professor F. M. Taylor’s exposition of the productivity 
theor>’ itself.’ Hobson dogmatically de clares the prolilem 
impossible. 

TTie error in this line of reasoning lies in fixing the 
attention upon a corriparati vely small organization ]jnd 
comparative large b lo ck s or un its of p roductiv e_service. 
Wli&i account is taken of the actual size of industrial 

^ Der Natiirliche Werth, S. Abschnitt, “Die Natlirliche Zurenchnung 
des Product! veil Erl rages,” § 22. 

2 The InduHtrial System, cliap. v, appendix, pp. 112-20. A somewhat 
different (quasi-matheinatica)) line of argument to the same end is put 
forth by R. S. Padan, Journal of Political Economy ^ March, 1901 (vol. rx, 
pp. 161 ff.). 

* Cf. above, p. lOi, note. Taylor is right in the contention that specific 
prociuct.ivity can be irnpuUMi tiirough differences in the proportions of 
agencies in different industries alone without variability of proportions in 
the industries individually. In fact, both elements come into play. We 
have mentioned and shall presently discuss further the fallacy involved 
in the concept of the “factor” of production. 
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sode ty and of the ,Qxdilia r y„^.imit l^ili 

be seen that the ** dis locati on'’ is n egligible; theoretically, 
t o b e sure, the units would have to be infinitesimal 
size, separately owned and effectively co mT^eting; i.e., the 
proportions m ust be coiii.inuously yfiriMbipj m the mathe- 
matical sej: ise. But in the typical case the error resulting 
from this assumption is not large in comparison with other 
in accuracies in the competitive adjustm ent. It is true that 
there are exceptional cases where agencies are not highly 
divisible, or even not divisible at all, and competition gives 
place to a greater or le ss de gree of monopol^^ TheseT ex- 
ceptions are relatively infrequent in the mass of industry 
as a whole, but are of considerable absolute importance, and 
we shall have something to say later on in regard to unique 
and indivisible agencies.^ 

Padan, in the article referred to, further attacks Pro- 
fessor Clark's exposition of the p roductivity theory on the 
e xpr ess gr oun d that th e anioimt recerved' by any factor 
would dc|)cnd on the arbitra ry size a ssigned to the marginal 
unit . This point also is hypothetically soun(X T)utTffeTeya ht . 
Th e size of the unit is not an arbitrary matter of method- 
ology, but a (JueslTdn of fact, and Professor Clark may be 
P|>< Erio"cHtKns n^ foiTseeimng to imply the contrary. 
The soundness of the theory, the possifvility of competitive 
distribution at all, in fact, depends on the actual division pf 
productive agencies int o bargainin g units of small size.^ 

^ See chapter \t. 

2 Wc may notice here another point raised hy Padan, the bearing of 
increasing returns upon tlie theory. It is generally recognized that in the 
earlier stages of a hypothetical dosing process, increasing returns will be 
seciired, up to a certain point. By ‘‘supposing” this stage of increasing 
returns to last throughout the process, Padan easily makes the applica- 
tion of the method appear absurd. This line of reasoning is still more 
arbitrary than bis earlier point, however, and need not detain us. We have 
shown at sufficient length that increasing returns is an absurdity; that an 
agency worked under such conditions is negatively productive and had 
better not be used at all. Professor A. Landry, in criticizing Professor 
Carver, hhs also overworked this supposition. (See Quarterly Journal of 
Economics^ vol. xxni, pp. 557 ff.) 
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We should hold that it is an error to say that “labor” 
or any “factor” g ets or tends to get its prod uct. This 
holds good only for the actual individual men or o ther 
agencies. 

^nhird, somew hat philo s ophi cal, critic ism is also ad- 
vanced by Davenj>ort and Aifrianc e. TTIs contended that 
tfie^^marg mal ” product of l abor, for exampTe% Ts as miiHi a 
jomFproduct as that of any other than the margin al unit. 
TheTaEoi?f"wE^^ no-rent land still has to use it, can 
produce nothing without it, and hence the product can- 
not be ascribed to tlie labor alone, l^rofessor Taussig also, 
though like Davenport somewhat guardedly, asserts that 
all product is joint prod uct aiid .■CaJOIlot ..ba .■diyidecl into 
parc3[s^ TdTrlbutable to sep arat e agencies^ th ough at t h^e 
same tune he inclines to regard all inco me a s the “pro- 
ducP’^ofTabor. ^ An examination of this reasoning would 
cafi^Tus into the question of the meaning of production 
and causality, whi<;;h wpITP takSiTip presently. For the 
^r”esenFTF”must suffice to point out that it involves a 
confusion between mceh a n ic^ aiidTccmomT^^^^^^ procT u et ivlty. 
TlieTffid” u?ed labor may be necessary to the 

operations in the former sense, but is not in the latter, sinc*e 
by hypothesis if it i s with held from use it can at o nce be 
replaced by other land e qually good; other wise it would 
tmf b'eTf^T^^ is parallel to th e co^usion 

Free^oHs, lik e air, may be necessary to li fe, but no par- 
ticulaF'“porf1b]^^ t he good cannot have 

econm nbc^PJ ue ^ iiave arguedr^iQve7shduTH it be 

said to Lave utility if this term is to be used to connote 
any sort of economic significance). 

We must notice, finally, another objection raised by 

^ Proceedings^ Twenty-Second Annual Meeting of the American 
Economic Association, p. 143. Taussig’s statement that labor produces 
all wealth, but is not entitled to all of it, would better, it seems to me, 
be reversed. Labor cannot claim to be the only causal source of goods, 
but may put forth a superficial claim to a right to consume them aJL 
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Hobson to the general doctrine of ** marginalism /’ ^ With 
Hobson’s fundamental position, that marginalism is the 
necessary form of a rational treatment of choice, and that 
t he rati o nal view of life is subject to drastic limitatio ns, 
t he wr iter is in hear ty accord . It is not clear that Hobson 
intends ETs^IncCures to apply specifically to the productiv- 
ity theory of distribui ioii^ut it may not be out of glace 
to remark that such an applicati o n would be an error. In 
general we submit that there is much more deliberate, 
quantitative bal ancing of alternativ es in economic coh- 
duct than the (liscussio n under notice ^vwuld have us 
believe, but this is a large issue which cannot be thrCsSted 
out here. It does not seem to us tliat the composition of 
life is closely analogous to Hobson’s painting or cake in 
which the proportion of the ingredients is rigidly deter- 
mined by a recape or a preconceived ideal of tlie whole. 
In any case, the xmjduction very 

empha tically a rati onal process, an adjustment worked 
oufb y the prcxjuc er i n term s of these very sy>arable effects 
of separate agencie s. Nor i s it true, as Hobson does argue 
elsewhere,-’ that tecdmical comih.ipn§ p rcscr iba--ih» pro- 
portion s in wbicir^gcmcies are to be used. The proportions 
of laliortb land aTidTiFca^tal to either, and to a large ex- 
tent of various sorts of each among themselves, are open 
to variation through a range almost w-ithout technical 
limit, in the fundamental industries at least. ^Again, the 
final appeal is t o fact. It is t he value to the prociu eer as an 
addltic)!! toTliIs^bfganization as ^wTioIelvIm^i det ermij^es 
the amount ^hicli he w ill bid in the niark et for the use of 
alily iinitTifT ab^^ or capital, or the amount of an y one 
wTucTTlie will puTO iase at an established pr ice. Hence it is 
tKis'^s^cIficj^o duci: whic h rules the apportionment^qjP 
income at large among productive agencies at large. 

As remarked above, most of rhe objecfions to the pro- 

• 1 Work and Wealth, chap. xxii. 

* The Industrial IS y stern, cited above. 
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ductivity theory r elate to the meaning of produ ction and 
of product, and come down in fine to the propriety of usiiij; 
the word,jrather than to any fundamental disagreement as 
to how th e distributivenme^iamj^^ w orKsi We 

wTsF now to point out that in calling the addition made by 
any agency to the total output of a large organization its 
sp ecific or separate product, we a re using the word “j)ro- 
cfuct’' in the same meaning and the onTiT meaiiiim which 
the words ** cause** and *‘effect'' or equivalen t terms 
everl'iave. It is neyer true in an absolute sense that one 
event is the ca use nf another. The whole state of the 
universe at one moment may perhaps be said to cause its 
whole state at the next mome n t, bu t 'vjhen we say that “ A 
isTIie^^^ cause” of we alwa ys assu me that other things 
niea n that if the re st oj[ the universe 
were removed **A” alone would produce **. B. ' * And the 
ifnputation of any single event to ano ther as cause or 
effect is always la rgely arbitr ary. Every event has an 
infinite number of causes, and it depends upon circum- 
stances, the point of view, the problem in hand, which of 
these we single out for designation as “The” cause. 
“The” cause of a phenomenon is merely that one of its 
necessafy*“cSndff mnf'yTi ^nie ’ pfaef ical reason 
crircIaT, generalTj' frcmi t^ standpoint of control. It is the 
one about which we must concern ourselves, the circum- 
stances enabling us to take the others for granted. It may 
be quite correct to name a dozen different antecedents as 
“the” cause of a particular occun'ence, according to the 
point of view. The fact that other agencies, even the 
whole social system, may be concerned in the production of 
a certain good does not therefore argue against its being 
the (specific) product of the jiarticular agency upon whose 
activity its creation actually hinges under the actual cir- 
cumstances of the case.^ 

* In the writer’s opinion, the hostility to the productivity theory is 
due mainly to the notion that the productivity of labor and capital repre- 
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A general analytic statement of the principles of static 
orgaiuzationTuilpriceT^^ 

3eman37w^ of two m ain parts . We have to con- 

ghter two valinilioh proliJeiiis refatlng respectively to con- 
sumption goods and productive services. The j>roblems 
are usually designated as "‘value'* and ** distributi on . ’ ’ 
It will be convenient to take up the second of these prob- 
lems hrs t. We have a lre ady seen that t he effective form 
of the law of variation of proportions of factorsls the law of 
dlrninisTuh^^g^ v^ nttTs obvious tTaT aTlT^ 

a^JuSniehts” uivolve transfers of productive resourc‘Cs and 
that every such transfer imjJies a price change, raising the 
p rices o f good s p roduced by the organizatio n from which 
resources arc tak^i and lowering the prices of goods to 
whose production resources are divert^. And the eff*ect 
of this pi?ce chlm^rcciTn cides in direction with the effect ojF 
dujaJjms hing physical return s. We may content ourselves 
for the present with this sui)erficial view of the price re- 
actions on the side of consurntition goods and proceed to 
work out the iiric e con ditions of ecp iilibriun^of the system 
in Terms o f the distr ibu tive share s. After which the view- 
point will be shifted tc^ regard these shares, not as the re- 
munerat ions of a gencies, but as costs of the goods into 
which their services ent er. When the adjustment and its 
equilibrium have teen studied as a relation between 

sents their moral desert in distribution, joined to the conviction that the 
existing order is not morally ideal. The theorists who treat a pnxluctivity 
remuneration as synonymous with ideal justice are merely uncritically 
voicing the popular view. It is this popular dogma which is the seat of 
the difficulty, and which represents a confusion of the most egregious sort 
and leads to equally muddled reasoning on the question of causality in 
order to avoid a repugnant conclusion as to the justice of things as they 
are. The question cannot lx? gone into here, but a little consideration 
w ill show that there is almost no case at all for an identification or close 
assimilation of causal contribution to production with moral desert in 
distribution. The inequalities in inherited property and opportunity in 
several senses are obvious, but it must also be recognized that natural 
differeiices*in personal t:apacity arc equally powerless to create a valid 
moral claim to favored treatment. 
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prices and costs of consumption goods, we can bring the 
two analyses together and see the relations of the tliree 
sets of price facts — values of goods, costs of goods, and 
values of productive services. It is obvious that as aggre- 
gates the three concepts are identical, all being in fact the 
social income looked at from different points of view. 

From p r esent pr oblem of the 

“static state” the s upplies of all prod uctive ag encies are 
ri^dly fixedT^a n^Ttlie Uieory^pf the valuation of their serv- 
icers cl osely parallel to the market pricT thcory-as given 
in the last chapter for consumpt ion goods. The facts of 
demand and supply for any particular End of agency can 
be presented in the form of schedules or graphs showing 
the respective amounts that will be forthcoming and that 
can be sold at each price, and the equilibrium point would 
be manifest in such a presentation. The fac ts on both the 
supp ly and d emand sides of the relation are niore com- 
plicatr consump tion^ ^dods. On the 

supp ly side we can not ta ke the amount in existe nce even 
atlTnio n^t as a given physical datum. For we are deal- 
ing'wTtETEe g gm a particuTar ^ of agency, not the 
"age ncy as suc h. The amount of the agency jjs fixed, but 
the amount of marketable service forthconung frqmjt may 
w elTvary with thT^p nce"^dffffed. Two courvses are open. 
We may define and clas^fy servic es on Ihe basis of the 
physical characteristics o f the age ncies which render them 
o FinTerms oFtEe physical result produc ed.^ "Tel "us take 
first agencies a s physica lly defined. In this case the effect of 
t he suhst itnlioiL- of more or less simila r agencies is to be 
taken into account in plotting the demand curve; supply 
niea ns the supply of the services of 
pE ^cal agent, t hings whic h ar e perfectly homogene ous and 

being grouped t ogether. 

^ It seems to me a manifest absurdity to define them in price terms as 
does Professor J. B. Clark. {The Distribvtwn of Wealthy chap, vi.) There 
would be only one factor if measured in price terms, and the theory of dis- 
tribution would be a pure 'petitio principii. 
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It is usual, because superficially “naturar* to assume 
that a man will work more — i.e., work harder or more 
Hours ip ^r"^3ay — for a higher wage than for a lower one. 
But a little examination will show that this assumption 
is for rational behavior incorrect. In so far as men act 
rationally — i.e., From fixed moCrves subject to the law of 
diminishing utility — they will at a higher rate divide 
their time between wage^ffiimg and non-industrial uses 
m such a way as to earn more money, inde^, but to work 
JeweFTl^rs. Tust where the balance wlTTbe struck depends 
uponTthe shape of th e curve of com parison between money 
(representing the group of things purchasable with money) 
an d leisure (representing all non-pecuniary, alternative 
uses of time). We therefore draw our momentary supply 
line in terms of price with some downward sl^pe.^"* 

^ If this conclusion is not evident after a little reflection it may be 
demonstrated by reasoning as follows. Suppose that at a higher rate per 
hour or per piece, a man previously at the perfect equilibrium adjust- 
ment works as before and earns a proportionally larger income. When, 
now, he goes to spend the extra money, he will natundiy want to in- 
crease his expenditures for many commodities consumed ai»d to take on 
some new ones. To divide his resources in such a way as to preserve equal 
importance of equal expenditures in all fields he must evidently lay out 
part of his new' funds for increased leisure; i.e,, buy back some of his 
working time or spend some of his money by the process of not earning it. 
The conclusion is enforced by the important practical consideration that 
the expenditure of money also requires time and energy w^hich must be 
saved from the work [period if the best results are to be secured. 

The facts as to the shape of the supply curve of labor from given labor- 
ers are w^ell known to employers of native workmen in backward coun- 
tries, especially the tropics. White men in the advanced industrial nations 
have not always behaved so rationally; their traditions give them a 
higher preference for the kinds of satisfactions purchasable with money 
in comparison with the more inward and spiritual enjoyments. But the 
effect w^hich was to l)e anticipated was very conspicuous after the out- 
break of the World War, w'hen the wages for certain kinds of work rose 
to unprecedented heights and produced increased loafing and dissipation 
instead of increased production. (It is important to f)ear in mind that we 
are speaking of a permanent change; it w^ould be in keeping with rationality 
to work harder at a temporarily higher rate in order to purchase more 
leisure later 6n.) 

While on the subject we may observe that it is also an error to assume 
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The second alte rnative is to define agencies or factors 
in terms of t he physical results which they produce. When 
this is done tlielKape of the supply ^rve at a moment will 
depend sijmply on the degree of specialization of the service 
under discus sion . At one extreme we would have an un- 
specialized service, such as unskilled labor in a certain 
e uipToyr hent. For such a service there would be no supply 
at all below the established competitive price in all uses, 
a nd a vir tually unlimited supply above UihT'prme. That is, 
the supply'cui^'liJarTuhHiim^ a vertical 

line. At the other extreme would be absolutely specialized 
services , s iic h as diamon d cutters or a via tors . For t hese 
there would be no supply below a certa in minim um pr ice, 
wiTa rsucK earn in pthcr ime.s.Q£^^ as the 

price rose the supply would rapidly increase until th 
trained for the service were ^ em plo yed in it , beyond 
wEIe li the curve wouIdT merge into the supply curve pre- 
viously discuss ed of sery ic es from given agencies. (See 
accompanying graphs, which show supply as a function 
of price.) 


4 . 


Services from givea 
agencies 


An unspecialized A specialized service 

service 


In regard to demand, also, the case of productive serv- 
ices is less simple than that of consumptive goods; de- 
mand is (a) always indirect or derived, a reflection oQhe 


that in this rcvSpect land ot other property services will l>e different from 
labor. These agencies also have alternative non-pecuniary uses, and if, 
say, the rent on land were to rise, landowners could afford to use more 
of it for laras, flower gardens, athletic grounds, game preserves, pleasure 
parks, etc., and less for cultivation and marketable crops; and if they 
calculated closely they would do so. 
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demand for the products of the agency, a nd (b) alway s 
joint in charac ter. In connection with the first fact, the 
demand is also highly compo^te; identical productive 
a gencies minister altei^t ffy to a vast range oTwani^anTd 
wide! V diffeent agei ncies ISTflie These cpm- 
plexities in the use of productive serv ices make a really 
logi cal cla ssificati on of them a di fficult tf^n impossible 
p roblem " TEefact of joint demand, as we have seen, 
differentiates producer’s goods from consumer’s goods in 
degree only, and to a relatively limited degree. 

The shape of the demand curve showing possible sales of 
the services of any physically defined type of agency as a 
function of price is similar to that of the consumption goods 
demand curve. It is the curve of diminishing value pro- 
ductivity already described, descending in conseciycnce 
both of decreasing ph ysical pro ducti vity and deceasing 
price. That i s, if the supply of any productiv e agency be 
iiicr eased the proportion of that agency in combinations in 
which it is employed will be raisedlill aloFgThc^liiie^'and at 
the sam e time tliere w ill be a relative increase in theji^- 
d uHion of th ose commodities m x^iTcIi its use is relatively 
mpo rt ant w ith a consequent 3ecIme“m“IESr rSative price. 
'The eq ui 1 ibr ium ~price "pouit under static concirt lorS^ is 
I)f acticaffly tlie specific productivity of the given supply oF 
the ' agenc y”(^though we must remember that there is some 
variation in supply of service as price varies even at a mo- 
ment). In the equilibrium cond ition, tha t is to say, the 
value of each service is equal to the value’ol'its coniri Tiii- 
tion to the total product, and the contributions of jff iysi- 
crally similar agencies are of equal value throu^out the 
s yst^ r It is evident thaFtEis adjustmentTfixeTTIie^pnces 
of consumption goods at the same time wdth those of pro- 
ductive services, and we may apply the supply and de- 
mand analysis to consumption goods also, giving the 
theory of normal price in contrast with the theory of 
market price studied in the last chapter. 


no RISK, UNCERTAINTY, AND PROFIT 

At a. moment, the theoretical 
(“ marginal’ ’) demand price of the existing supply , the 
highest uniform price that will take the supply out of the 
marke t. The supply is a giv en physicalTaHT hot an eco- 
nomic variable, but a consla hriiPTlien^ The 

equilibrium price of a go od oyer a long period is a different 
problem. Here it is not the amount of the good that is 
constant (together with the facts of demand), but (under 
‘‘static” conditions) the conditions of production of goods 
in general (and of demand). The supjdy of any particular 
good may change freely and will do so as its price varies, 
other things being equal. The price must be adjusted not 
to dispose of a fixed supply, but to equate a rate ^ of pro- 
duction with a rate of consumption, both variable with or 
“functions of” the price. 

No particular reinterpretation of the demand curve is 
called for, however, the onjy new problem be ing on the 
supply sideT^Assumihg for the moment that the rate of 
supply as well as the rate of demand is in fact a function of 
price, it is evident that the price must move t owa rd an 
eq uilibrium point equati ng the two rates; for g oods can- 
noFbe consumed^niore rapidly tha n they are produced 
anowiil not be produced more rapidly than they a re con- 
sum ed. Any cliff erence either way will at once react on 
the price and the price will react on the production and 
consumption rates in accordance with the assumed func- 
tional relations, and so on until the demand and supply 
both correspon d to the ei^tmg^ iTc^ 

"To Investigate the basis and character of the relation 
between supply and price, we must consider the motives 
which control production. The productive group or es- 
tablishment, however organized, must pay its members 
(the owners of productive services) enough to retain them; 

^ Marshall correctly treats long-time demand and supply as time rates, 
but does not sharply contrast this form of the variable with the absolute 
amounts dealt with in market price. 
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i.e., it must meet competition. Whrajiny group can hire a 
new member at a profit it will do so, anH cleaH y it can ^t 
any new member by raising ever so li ttle the remuneration 
Eels^recemng elsewhere. Clearly, also,Jt wiIT dl^^rase with 
any member who must be emplo yed at a loss; i.e., any to 
wEbm"^m^tmg groups can aflFor? to p ay more Hian ij 
c an aflPord nav . The amount of any commodity that 
wTITbe produced at'^ny "pince, " 

t oward the amount that will yield n either profit nor loss, 
Tor wlien production yield s ever m httle profi^ it will in- 
SFease7and vice ver sol For the study of this adjustment it 
is convenient to interchange the axes of our previous graph 
and view cost and selling price as functions of the size of 
supply. 

It Js re- 

main consta nt o r decrea se as sppply is increased.^ (Sell- 
ing price, of course, practically always decreases.) The 
question is really one of the most difficult and perhaps 
one of the worst muddled in economic theory and cannot 
be adequately treated here. But examination seems to show 
that under the conditions nec*essary to perfect competition, 
costs must always increase as supply increases . If there 
IS to be competition, conditions must be sudi that an 
establishment of relatively small size in comparison with 
the industry as a whole is more efficient than a large one; 
otherwise monopoly will result. New supply will then 
come through an incTease in the number of similar es- 
tablishments, not through an increase in the size of any 
of them, and no economies of large-scale production will 
be realized. 

On the contrary, the increased supply must mean a di- 
version of prod uctive resources from other uses, which :^11 
raise their price in those uses through the decreased out- 
put and consequent rise in price of the competing product. 
Of course, if competition exists the price^wllt'gDn^ 

^ CL Taussig, Principles of Economics, chaps. 12, IS, 14. 
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formly to all producers, and it goes without saying that the 
c ost of all units of the su pply is t h e sam e.^ 

The precise form of the cost function will depend on the 
importance of the particular good in the demand for the 
productiv e servi^'" wlTu^tf IF its production 
constitutes a negligible fraction of the demand for all these 
services, we shall have practically constant cost; if a con- 
siderable fraction, a more rapidly rising cost. It will also 
vary with the character of the function representing the 
law of decreasing returns in the given technological sit- 
uation; for as production is inc rease d the proportions of 
more a bundant agencies w nll be increased relatively to 
those joaore limited in supply. The graph on p. 91 shows 
the character of "the TunctTons and the meaning of equi- 
librium , and i s a p plicable also t o conditions of joint pro- 
d uction . 

The equilibrium condition or long-run tendency for the 
static"§ta reTLas7 howT>eKh ways from as 

many diffe rent standp oints. From the standpoint of dis- 
) t'rlEutlon, evf^rv ■a. gencv must be m ~ tEc~situatlo n where it 
can make the sjrreatest possible value nontrihiil imi to the 
social income and be valued by the contribution which it 
ma¥es7 Fro m the standpoint of consTrmptton^ gbods, prices 
Ip usTbe such that rates of production and con sumption are 
equ al or tha t costs and sellin g prices per unit are every- 
where the same. It is important to see clearly that these 
statements are logically equivalent, presenting different 
I aspects of the same phenomena. It is self-evident that 
! costs of goods are identical in the aggregate with distrib- 
utive shares, and both with prices of goods; all three are 
in fact different names for the total income of the society. 

^ Economic literature is full of the contrary assumption, but it is a 
definite error, in dealing with long-time normal price. The existence of 
differences in costs in different establishments in an industry is proof, 
when not due to differences in accounting practice, that the competitive 
adjustment is imperfect. The current conception of marginal cost 
necessarily falls away through the sAme reasoning. The producer’s cal- 
culations are made in terms of cost per unit and selling price per unit. 
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A for mulation including all these statements would be th at 
consu mption goods and p roductive servi^s must be so 
pr^ed that equal price amounts of th^econHlnaEire^ I 
^TaFcoiilnbutions of the first which have ccji^ialjiti litie^ to 
ail persons in tHe sysES hTTt is really self-evident that this 
condition alone can be stably that any other sets fprcgalo- 
work to bring it about. ^ 

Hitherto we have dealt only with different sorts of hu- 
man services as gi ving rise t o the phenomena of compe tit j vf> 
iniygiuja^^^ Th e meaning and role of prope rty in the 
proble m of economic organizati on next call for notice. 
WeTiave seen" tli'at material productive goods do not 
modify the [irinciples of organization so long as they are 
not subject to increase or decrease and no^se|)arable from 
the persons oT IHeTr owners, to whose j^ersonal capacities 
the slimFr^ffTSm^^ must apply. 

■TrhF"^nv^^^^^ of productive agencies 

under the tliree categories of land, labor, and capital has 
several times in the foregoing pages been referred to ad- 
versely, and it is appropriate at this point to take up f or 
some^aF^lnbH noHc^ e tlie difficult problem of 

C(5ffc^cfel5mT lion and classifica tion. It is evidentTKat all 
thTse'cIasses are anything but homogeneous, that different 
human beings, different machines, and different natural 
agents show the greatest diversity in characteristics and in 
the services which they perform. Cairnes’s attempt to 
reduce labor to more apj>rQximat ely hom ogeneo us bodies 
gave us the famous ‘‘non-competing groups.” Still more 
obTf ilsTvelu^OieTn of different natural agents 

— wheat land vs. pineapple land, arable vs. grazing or 
timber, and all contrasted with mineral-bearing and the 
multitudinous kinds of the latter. Capital is somewhat 
peculiar in this respe ob, its “fluidity” depending on th e 
of vjfiF 

On the other hand, it is if possible a more important fact 
that agencies from different classes and of the most diver- 
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gent physical properties may be equivalent and inter- 
changeable with respect to the results which they achieve. 
As Carver has observed, a (human) ditch-digger is eco- 
nomically as closely akin to a steam shovel as he is to 
a bookkeeper.^ Indeed, the possibility of a competitive 
organizati on of society 3epends""bh ffie ^ct of varying 
prop oi ff ions 7 t^t no partic ular agency is indispensable, 
bu t that within limi ts they may be substituted for each 
other and therefore each jnusl^ compete with others of 
di ffere nt Kinds for its place. It is evident that otherwise 
producers wouTcl not Ce "m the market for the agencies 
separately and they could not be separately evaluated 
through comjietitive bidding. The existence of a problem 
of distribution depends on the coope ration oF diff erent 
kmds o f agen]g ig rpcj‘foi’iiiiil^^ysrcaIly"dp^n t operations 
in the creation of product, and the possi bility of solving 
the^oBIenFdepctid^^ on the jec|uiv areh^ of d^rminate 
amountslJr the several services in co ntributing to the value 
result. nTFlCTFo^ at once that, as already observed, no 
classification or measurement of productive services on the 
basis of their contributions has any meaning for the dis- 
tribution problem. x\ccordiiig to such a standard they all 
form one vast homogeneous fund.^ 

^ The Distribution of Wealth, p. 85; cf. also Davenport, Economics of 
Enterprise, chaps, xi and xxii. 

^ Reference has been made to the absurdit.y of the two-factor analysis, 
as exemplified particularly in the work of Professor J. B. Clark. The same 
author falls into the closely related fallacy of measuring separate agencies 
by their productive contributions. lie recognizes and clearly states the 
difficulty (The Distribution of Wealth, p. 374, note) and ostensibly gets 
around it by setting up an ab.solute subjective standard of measurement. 
It is very difficult for the present writer to criticize this reasoning, and 
out of the question in the space available; I can see nothing in it but a 
complete failure to make connections, a palpable non sequitur. It is to be 
observed that the fallacy is equally involved in all other distribution 
theory which makes use of “factors” at all — the number is immaterial — 
and this includes most of the literature of the subject. 

A conspicuous exc*eplion is Davenport’s discussion {Economics of 
Enterprise, chaps, xi and xxn) already mentioned, which is excellent for 
this phase of the question. Where it falls short is in failing adequately to 
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The problem is really a difficult one, and cannot be 
passed over, since we cannot discuss the valuation of 
t hings wi thout know ing what it is that is being eTaE aTed. 
Much the saSoe difficulty, however, was met with, as will 
be recalled, in the sphere of consumption goods, and the 
answer must come from the same source in the tw^o cases — 
an appeal to the unsophisticated facts of the market. 
Things quoted under the same name and identically priced 
may be taken as identical, and vice versa. Some special 
f eatur es of the present case may be mentionedriiow^ever. 
j In the Iirstlyface, interchangeability of p roductive agents 
depends on the use; two things may be equivalent for one 
purpose, entirely d issi milar for amother. JThis is not nearly 
so true of consumption goods, which, mdeeci, ^are~ i^t 
geheraT Ty^bpienTd siich a cbmpTe x variety of Jises. Inter- 
cE angea bility is also a matter of time. The problem of 
chang ing the form oT prbduct Ive~¥gclTcies and acEjptihg 
them to new uses carries us into long-time considerations, 

separate the long and short period problems of distribution. It is this 
failure which in the writer’s view explains most of the controversial 
differences between economists in so far as they relate to the scientific ex- 
planation of distribution, and not to questions of propriety or policy. It 
is essential to take account of the fact that from tlie long-time point of 
view the question of classification takes on a different aspect, becoming a 
question of the conditions of su})ply of different types of agents. The 
case for the conventional tripartite division (or more especially the separa- 
tion of land and capital) is argued at length in A. S. Johnson’s Rent in 
Modern Economic Theory. (See especially pp. 85 ff.) I'his phase of the 
problem will presently come up for discussion, and it will be pointed out 
that there is danger of over-simplification here also. (See below, chap- 
ter V. 

It may strike the attention of the reader that while the tripartite 
cla.ssification is emphatically repudiated, the factors are still commonly 
referred to in the present essay as “land, lal:)or, and capital.” If ex- 
planation is called for, it is to be found in the necessity, for mere exposi- 
tory purposes, of some expression which explicitly covers the whole 
group. The significance i.s the opposite of classificatory; “animal, 
vegetable, and mineral,” or “solid, liquid, and gaseous agencies” could 
have been used but for their unfamiliarity in this connection. Also the 
familiar terms have social and ethical significance if none of a strictly 
economic sort. 
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and especiall y the mea ning of capital , whi ch will come jip 
in the next chapter. It will he seen that examination tends 
to widen the capital category greatly; most productive serv- 
ices ultimately rej;)resent a previous investment of resources 
of spnie 

The variation in interchangeability in different uses in- 
troduces a spma^ornj^^^ 

The consideration which finally determines is not inter- 
chan geabijityj^i^crcatm any j^art jcular physical product, 
but a cert ain amou nt o f yahie. The former variety of inter- 
cjmngeability is not in facL a necessary Cppditipjl ffiJ the 
operation of competit iye di st ribut i on . If agencies are com- 
bineTln different uses, effective substitution is secured 
through relative grovih or decay o f Uie different indust ries. 
We have previously remarked that Wieser, who repudiates 
the productivity theory of distribution as based on varia- 
tion in proportions, puts forth the really equivalent theory, 
based on different proportions in different combinations. 
Taylor, however, takes the latter method for his explanation 
of the productivity theory, but points out that the two are 
equivalent. Both sorts of variations in proportion are, of 
course, concerned in tTve~actual working of the market for 
prgfe qtve se'r ylceslj^^ together, as 

e3^]aiiied_ in pur ex|^ theory just 

gi vem ^ 

To conclude this brief discussion of the productive serv- 
we may merely notice the invalid i ty of fo ur com- 
m only assumed grounds of distinction bet ween labor and 
property service s: (1) Activ ity vs. passivity. It is char- 
acteristic of the enter^se organization that labor is di- 
rected by its employer, not its owner, in a way analogous to 
material equipment. Certainly there is in this respe(‘t no 
sharp differenc‘e between a free laborer and a horse, not to 
mention a slave, who would, of course, be property. Closely 
related is (2) the questi on of preference in the agency i tself 
^ See above, p. 119. 
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as to (a) the kind and (b) the amount of service to be per- 
foHhedr But here also there is at most a vague difference in 
di^ee; the owner of property quite commonly does have 
moral or sentimental reasons for restricting the field of its 
employment. We must not confuse the agency actually 
performing work with the personality of its owner, and it 
apfxjars that a tool or a building or a piece of land is in this 
regard similar to a man's hand or brain. Similarly as to (b) 
the amquM ^ It may be urged that material 

agents do not care whether they work or not. But the 
ground for restric^ting hours of labor or taking a vacation 
is a jiossible alternative use for one's personal resources 
or the desire to conserve them unimpaired, and the same 
considerations apply to projierty resources.^ 

(3) A nother su perficial ditfcrence jvv hich similarly dis- 
sql ves under scrutiny relates to ** sub-marginal agencies 
— too poor in quality to be e mployed . It may be ur^ed 
that there is iio wagele ss labor analogous to free land. As 
a matter of fact, however, marginal and sul )-marginal hu- 

^ Tho notion of sacrifice lias be(*n overworked in economics. Econo- 
mists as well as employers have been too prone to assnnu' tlial sub- 
jeetive willingness is the jirineipal limitation on the amount of labor ob- 
tained from given persons or for a given outlay. And employers as well 
as economists are waking up to the efficiency of well-paid labor. There is 
no doubt that employers as a class have lost much money (not to mention 
the higher considerations involved) through working their employees 
beyond, and feeding, clothing, and amusing them below, the point of 
maximum physical efficiency. This W'Ould not be done with a dumb 
animal! Of course it may l>e profitable to the indivitiual employer to pay 
a wage below what is necessary to maintain maximum efficiency and an 
adequate supply of labor from generation to generation (if the working 
class maintains the labor supply partly at its own cost) ; w’hat is meant is 
that they have paid uneeonomieally low' w’^ages even from the standpoint 
of the short periods for wdiich they have to deal with the same individual 
laborer. The presence of idle equipment is a great temptation to an em- 
ployer, and the debit side of overworkc<l help is less conspicuous to view'. 
Of course the ignorance and imprudence of the workers are as much 
in point as those of the employer. It is of interest that Lord Leverhulme 
has reecintly put forth the contention that a six-hour day, without de- 
creased pay, would be profitable to British employers in many industries, 
if the men would consent to two shifts during each twenty-four hours. 
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man beings are nearly as common and significant a phenom- 
enon as in the case of land, and far surpass capital in this 
respect. E very man is a sub-marginal labor er for a^. c on- 
s iderable fraction of his life at each end of it. and instituti ons 
a re full of sub-mar^nal m en. And there are thousands and 
millions of other idle man-hours in a year which would be 
devoted to anything that brought in the least return above 
the competitive pay which would have to be given to the 
equipment necessary to employ them. On the other hand, 
the same fallacious reasoning noted in connection with 
overwork undoubtedly leads to the employment of large 
numbers who use equipment w^hich would yield more jiro- 
duct if employed in the “luore intensive exploitation’’ of 
more compe tent w^ojikers. ^ 

(4) The most important alleged difference betw^ee n 
property and personal powers, the moral aspect, is not 
strictly wiffiiirfhe^scoper^b^ deso^llw^discus”^^ 

s uch as the present i phi ro tp o bserve t hat 

it also is largely unrea l. The contrast betw’een jxjrsoiial- 
service inc‘ome as “earned” and property income as “un- 
earned,” of which much is made by “reformers,” is dis- 
tinctly misleading; it is difficult if not impossible to find 
grounds for a moral distincjjon of any general v alidity be- 
tw^eeiTtHeTw'd. ^ Borne are born great, some achieve great- 
ness7 and some have greatness thrust upon them”; and the 
same applies quite as well to wealth. And the task of 
separaRngrte^poHuTn Srprodu^ to produce 

which is due to conscientious effort from that which goes 

^ This is being recognized in the rase of child labor by many employers 
who refuse to employ children simply on the ground that it does not pay 
in the business sense. This whole problem becomes more important as 
the amount of capital per worker increases. It is also true that the in- 
creasing use of machinery provides tasks which a lower and lower grade of 
human capacities are required to perform. The net result is difficult to 
estimate. The social problem of the “unemployable” — how to identify 
him and what to do with him — is surely forbidding enough. Like most 
of our new troubles, it is partly a product of the disintegration of the 
family as well as of industrial changes directly. 
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back to inherited advantage or pure luck is about as im- 
possible — and the evil results of making a false separation 
perluips about as great — in one case as in the other. There 
is a difference of some significance in the practical possi- 
bility of effecting a redistribution in the two cases, which 
brings us back to the one specification which we found it 
necessary t o lay down in regard to })roperty in order t o 
excTuHe it as a complicating fact l it is separable from the 
person of its owner, and labor g eneral l y is not, or is so to 
nothing like the sit me degree. The only conclusion as to 
social policy whicn we shall insert liere is the insistence 
thni_^<^ 0fnet^ get rid of the h lea. t!^t beca use i n- 

come is ‘‘earned” it is “deserved ’’and not otherwise^ 3^0 
afcTalready farTrom fBTs vTewnm practice, as is shown by 
the indiscriminate taxation of large “service” incomes ^d 
assisUince oF the unTorturialelind^ Ihcapab Te. If we are 
to Ti^e organized society and maintain human standards 
of life, we must either radically eliminate weakness or im- 
pose upon strength the burdens which weakness cannot 
bear. (And even then there are limits to the possible tol- 
eration of weakness, and the luck element would still re- 
main!) 

Turning again now to consider the causal relations to 
economic orgagTzfiF mn oF significant dis- 

tinguishing a Uribute of property, let us first suppose that in 
o ur society some property is separ ahl eliy le ase, thou^ij^ 
by sale, from the person of its owner. The only difference 
will be that the owner oTsucIil^operty may belong to more 
than one productive group and contribute more than one 
kind of service at the same time. The principles of or- 
ganization of the system as a w^hole are in no wise affected 
by this change in the conditions of competitive arrange- 
ments. 

The possibility of the permanent transfer of property by 
exchange even though not subject to increase or decrease, 
does Introduce some new fac tors into our problem. These 
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results a re closely related to the bearings of another ab-^ 
straction hitherto made, the continuity and timel essne ss of 
t he^^pFoducfion-consu nipt ion pro cess. Consequently, we 
must first get rid of this simplification and consider the 
effect of the abstracted element. What then will hap- 
pen in a society such as we have studied when coiiditTons 
are so mo JifiedT in the direction of leiility that, while per- 
fe dETajowTedge and static conditions in other respec ts are 
maintained, the prQductiim...Drac^a over a 


considerable period of time and split up into complicated 

— -- " ™ n..^ . nil J_.-- ” ”** ' * " * - 


stages and subdivisions, and when, moreover^ goo ds need 
hoTong5n[)e consum ed at once when finished, Imt may bjp 
stored for future use, or exchan^re d ? 

The division of the productive process into stages car- 
ried on in different groups or plants is a detail connected 
with the t ime length of the process, but which we can pass 
over with, brief liotic e. Tt is lnTact"aT3IS.ively accidental 
matter of organization, and under the frictionless’’ con- 
d itions here ass umed it would niake no practi^l difference 
whether successive processes in the maki ng of an article 
were Tiitegrate d tTi^^ {he in t ernal or ganization of a sin- 
gle group or through the external mechani^n_of market 
dealing s between g roups” Cnder these conditions there 
will be in existence at any tliiie a'"conq5te~x' "aggregat e of 
par Tiar~produ^, goods in process, w hich of course will 
Ea^ vah ie. We must separate that (SKnenFln the value 
oftli e partial produ cts which is due mer ely to the .atored- 
u p productive energy which they con tain from any modi- 
fi cation of this valu e due to the di rect psyc hical influence of 
the timewh ^ch^ iist nlap^ they are rea dy for c on- 

sumption. 

The r elation of time to t he production and consump- 
tion "oT^oods is a complicated an d controversial question; 
while only a very brief discussion can be at tem]>tcd here, 
it is neces sary to mak e a super ficial surv ey. The assiimiv 
tion of a general preference in human nature for present 
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over fu ture goods is so commonly and co nfidently nmde 
t h^ som e courage is required t o call in questi on the fojjnda- 
tions of the entire body of doctrine on the subject; yet it 
must be done . Most disi^ssion of the subject is, in the 
writer’s view, vitiated by a false coiu^eption of the nature of 
the problem. The fact of the existence of interest in society 
is wrongly taken as proving that men d iscount the future. 
The rela t ion between inter est and time preference is, in 
fa ct. inv<? rtiCd iu thi^ In a free market where interest 

can be obtained it is natural that men should esteem a 
present dollar equally with its amount at the current 
interest rate at a future date, since one can be freely ex- 
changed for the other. N(;)r does t he f act that rnea^dtLnot 
postpone all cons ump tion of goods indefinitely into the 
future argue an ingrained abstract preference of_ present 
t dTirfur^c on.^nm^ ^^^ eit her do they wish to compress 

alFtlie satisfactions of a lifetime into the present moment 
and fast forever after,* which act by the same reasoning 
would prove a disposition to discount the present in favor 
of the future. 

The error in the current reasoning is a wrong choice of a 
zero ppint-frq ip wjneh to measure t i me preferenc e7"**The 
correct basis is not everything to-day and notliing in J.he 
future: a more sSTsICTeTd iSrcT^q^^ would be this: 

If one had to choose between enjoyme nTto^y with ab- 
stme hceTo^morrow on the one hand, an d aBitmence toi^y 
^^Ti enioym mt tp-morrow^ on the other, w hidi .wQulxi be 
more Tiesiral)le, all other things being equal? Or better 
stiW a man were given his entire income for a year inja 
lump-sum pa yment o n Janiiarylifst, bow would h e dls- 
tnbure ^ts expenditure through the year ? There would 
clearly be no question either of eating it all up the first day 

^ The point may be illustrated by the anecdote of a tramp who, finding 
a hundred-dollar bill, made a bee-line to the nearest quick lunch and ex- 
citedly ordered a hundred dollars' worth of ham and eggs. That men do 
not behave after this fashion does not prove that, other things equal, 
they prefer a future satisfaction to a present one of the same magnitude. 
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or saving it all till the last day; a zero time preference ob- 
viously means a uniform distribution in time. Xiiy piling* 
upTirconsui^ an earlier datFlo be compensated 

by reduc ed consumption later on would be a real discount 
of tfie future, while to skimp now for the sake of plenty or 
luxury in ffie futu^re wou ld he to disco unt the pre sent. Of 
course, we abstract from the element of imcertainty as to 
the futurer"“TYe seem Justified in pronouncing either tend- 
ency irrational if other things are really reduced to equality 
in the alternatives.^ 

As to the facts of human nature it is safe to assume that 
different individuals would give the most varied forms of 
distribution7TD^iuT)Ue's\s Tew^^ If any,” Tor ilies^e wbu^ 
form to straight lines or smooth curves of any sort, as- 
cending, descending, or level. Most would go in waves of 
greater or less period and amplitude, intervals of modera- 
tion or even abstemiousness alternating with “blow-outs” 
of various sorts and degrees. Irregularity seems in fact to 
b e a virtue on i ts own accp unt, at leas t to the spirited in- 
di vidual. “ Whether there would be an upward or down- 
ward trend would de^x^nd also ujKm the individual. To 
many, a bird in the hand is worth two or more in the bush, 

^ H. Sidgwick similarly takes the view that a preference on the ground 
of time alone is irrational, criticizing Bentharn for including “propinquity” 
as a basis of preference between otherwise similar enjoyments. S<‘e 
Iliatmy of Ethics, p. 241, note. Cf. also Jevons's <liscussion, Theory of Politic 
cal Economy, pp. 72 tf., where the same position is taken. Jevons’s illus- 
trative problem of the consumption of provisions on a vessel at sea is 
very effective in bringing out the issue. 

It will be noted that the effect of the uncertainty of the future is very 
complex. Against the chance of loss of future enjoyment through death or 
incapacitation must be set the danger of future privation due to other 
contingencies. We are more likely to suffer loss of earning power than of 
power to enjoy, and the consequences of need without ability to gratify 
need are very unpleasant. Perhaps the perfectly rational homo cecotiomicus 
would discount the present up to the point of making provision for the 
more urgent necessities as far ahead as he was at all likely to live and dis- 
count the future l^eyond this point in increasing degree. The point is sig- 
nificant chiefly as showing the absurdity of hedonistic rationalism as a 
theory of actual behavior. 

® Cf. Spencer, First Principles, chap, x, “The Rhythm of Motion.” 
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while others take much thought for the morrow. Some 
children, as Marshall remarks, pick the plums out of Ihe 
pudding to eat fi rst, while others save th em until the last, 
ancTma hy do not pic k them out at all; and adults differ in 
t H^ saine way . The improvident of savages is proverbial. 
Of coujrse j, the physical condit ions of life set limits to the 
discounting proc'css in both directions; we cannot enjoy 
to-mo rrow we Ti ve tc7 day , and many have learne J at 

^ that to o Yiigira ra te ofT T^ng in present may ha^ 
a similar effect upon the capacity for future enjoyment. 
No generalization in regard to tlie human race at large 
seems to be worth making, esfiecially in view of the un- 
reality of any simple assumptions as to the conditions sur- 
rounding the choice. The facts of mere prodigality on the 
one hand and mere miserliness on the other are indispu- 
table and may be studied without attempting to strike any 
precise balance. 

It is perhaps even more important at this point to in- 
sist that the mere (jiicstion of time preference in consump- 
ti on is rehlti v^y uh unp^^ a^bestlTs iurexplanat of 

t he phenomen on o f savin g. The disposition to spend ojJ;o 
save, to consume income in the present or to store up 
wealtKTTs much more uiflu enced, i n fa ct, by other motives.^ 
Eike human conduct in other resj^ects it is mostly a matter 

^ It is fundamental to the actual phenomenon of capital accumulation, 
that the principal, once saved, Jicvcr is consumed: if it is consumed later, 
there is no net addition to the capital supply of society. Men save in 
large measure with no thought of ever consuming the caf)ital, or even ihe 
income which it yields. For this reason the older term “abstinence” 
seems to me far more descriptive than its modern substitute “waiting.” 
To be sure, an income of five dollars a year in perpetuity represents more 
consumption than one hundred dollars now; but no one consumes an in- 
come in per}Xiluity or expects to {lo so. Even if the saver consumes the 
entire income from his investment as long as lie lives, he may or may not 
consume a total amount equal to the principal saved. Capital formation 
is the result of abstinence rather than waiting. 

In fact, the term “saving” itself is misleading. Men do not generally 
produce weajlth to consume it and then decide to invest it instead. Most 
of that which is invested is destined to that purpose in the first place and 
would otherwise never be produced at all. 
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cess desire to anticipat e the future^ -QI>viously the pre- 
nnurn on the present goods will constitute an additional 
motive for surplus production and aj^leterrent to surplus 
present cons ump tion. The rate established will Be Ihatht 
^uch the ainount of surplus present production will eq ual 
the amount of surplus present cons urn jition. The repay- 
ment hTloanirdo^norair^TEe^^ involved, as it is 

a repetition of the original tran saction with the roles of 
the parties” IMcHhanged^ Intlie. aggregate an .excegs of 

ihesent edhsum^on over current produc liiinisL^xif cimrse. 

inipossiWe. ^ 

* If, on the other hand, the balance of time preference is 
on the side of a d isposition To pQsliiQne, the result.Jafill. be 
ajETe^ess for thejd me bei ng of production ove r c onsu mp- 
tion with net accu mulation in t he society as a whole. The 
exchanges Tletween preset an3Tut^ ‘Will establish 

a pre mium on the lat ter. The ratio at which exchanges 
takeThice must constantly be such as to equate the amounts 
of each sort of service offered in the market to the amount 
that wil l be tahen a t the price." IVItF a jiremium on future 
accuinulat ion will contimie at a rate depending in 
part o n the amount of the premium, until the premium 
disappeaHoF Tierome^^ to 

amihiuIalelTTto^s. Any greater premium on the future 
is ini po ssi ble aT^a permanent Oimgr llut the conditions of 
accumuhitionTni^it well be "such that an indefinitely long 
time would be re quired to reac h the equilibrium result.^In 
thaTcaseTlie actu al co ndition ataii^nme is"hr]3reinium o n 
the future with^progressive accumulati on takin g p lace. 

I he *^premium’’ or time preference ra te under the con- 
ditions described, though similar to (positive or negative) 
merest, must l>e^islmguislie<l from that phenomenon as it 
s jiet Wi lh in moflern indiistnaL n ie; it is, indeed, an ele- 
hent, but a relatively insignificant one, affecting the in- 


ierest ratb on loan^ productive capit aP 


^ Wicksteed has an excellent discussion of this point. (See Common 
Seme oj Political Economy, chap, vii.) It is noteworthy that the “ usury ’* 
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Time value, presentness or futureness, is perhaps best 
regarded as a special sort of utility in a good, like nutritive 
value or beauty or any other quality conferring or enhanc- 
ing desirability. The rate of payment for it, where sep- 
arated from other considerations, is evidently determined 
by “psychological” considerations on both the demand 
and supply sides, and the current interest theo ry of t he 
psychological school is^ based on a confusion of this phenom- 
e KoiT^ itli uiter^^ proper as a dlstributrve ^arc . The 
subject of interest prope r will c laim attention at a later 
staged the drscussion. We shall find that interest in the 
<5mTect sense may iiot be metvOTi at aiiln a s^efety Where 
uncertai nty is absent , even if accumulated wcaTni Ts pro- 
ductively used and even if the society is j^ro^ess iye 
Yespect to the accumulation of capital, if knowl edge and 
foreknowledge are c oni^le tc. 

We may now return, ^d in vi ew of the knowledge ob- 
tained of the role of time in economic conduct take up the 
T ^jat.inns nf prnp^y iq tf ie sirnple JiCI^e of productive 
agencies separable f rom t he persons of their owners and 
sutiject "to lease and sale . It must be borne in mind that 
for the present we exclude any possibility of either increase 
or decrease in the property or any physical change of such 

against which moralists have universally thuiulered in pre-industrial soci- 
ety corresponds to the phenomenon just described rather than to modern 
interest. The productive investment of accumulated wealth w^as nearly 
unknown in earlier times and even the purchase of existing productive 
property w'as rare. Practically the only productive agencies known were 
land and slaves. Land was not private property in the modern sense and 
was hardly ever bought and sold commercially, w hile slaves w^ere used al- 
most exclusively in connection with land and by its owmer even when not 
legally attached to the land itself. If there had been a free market for con- 
sumption loans the correspondence with the phenomenon w'e have de- 
scribed would have been complete except for the clement of risk. The ab- 
sence of a competitive market was the source of much of the evil of usury, 
and the payments made doubtless did represent extortion largely. Be it 
observed, also, that historically speaking modern interest developed out of 
the consumption loan through the interiru‘<li;iry of passive partnerships in 
trade ventures and not out of dealings in canoes, fish nets, etc., in which 
the fancies of a certain school of interest theorists are prone to revel. 
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a character as to modify its functioning. Such changes 
and their effects belong to pur third division of econom- 
ics, which deals with changes in the conditions of the pro- 
duction and consumption of wealth. To realize static con- 
ditions they must be abstracted. It will be convenient to 
refer to property of the sort we have in view as “land, 
since land has been conventionally treated as if qualita- 
tively and quantitatively given once for all by nature. 
This is not at all the view of land which will be presented in 
this study when the time comes to discuss the subject. 
But it is a convenient name at this point for a productive 
agency of a c^ertain described character. We assume, as a 
matter of course, that such property is limited in amount 
(i.e., subject to “diminishing returns”) and that there is 
no other sort of property present in the society. On the 
production side, then, the side of demand, and in relation 
to functional distribution it will be exactly like other agen- 
cies (human services), but its presence may affect the per- 
sonal distribution of income very considerably. 

Supposing the final adjustment to have been reached in 
the organization of production, any piece of property such 
as described may l)e reg arded as a right or tTtl?'f^^^ 
modi ty or money income in perpetui ty. As such, its bear- 
ingTon conduct are closely related to the time distribution 
o f con sijn^Iion. A piec*e oT Taiid"^ fCp^iOfsents Tuliife^ goods 
iiTtlie Very special form of a value income distributed uni- 
f ormly throughout air7uf in^Ume."^Td with- 

out argument that such a pece of property will be desirable 
and that under conditions of free contract a definite mar- 
ket rate of exchg,nge betw een land and consumption go ods 
will be established . More accurately””tEls pric« will be a 
r atio between the income^froin the land (of winch tfiere is 

' With the actual history of property we are, of course, not concerned. 
Doubtless, the first approximation to private prociuctivo property was in 
human beings, slaves, or, perhaps, women or children, while the last thing 
to become really privately owned was land. But the proper order for our 
purpose is not chronological, but rather that of increasing complexity. 
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no signUBcant measure other than its income) and a 
quantity of present goods also measured in value terms. 
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he can realize upon his accumulation in present consump - 
tion form as rapidly as he may wish. There must be a pre- 
mTum on present over feture goods in tTielnarE^ 
pctual incimie property; but such a p remium, even if high, 
islibt tnCTlJH )alibk»-wit]i a premium on the future over th e 
pr ^cht foF^aii^ intervah and niight perfectl^^well 
exist in a society where every individual andTFie group as 
iT whole distributed its cohsuiiription iiTTime in a curve 
ascen ding at any finite slope. 

Under these conditions a jierson could arrange, by the 
purchase and sale of income property, for any de^red 
HLslrniution of consumption oveFlin^sfimfilgd period, or, 
t Krough ah iippropriate life insurance orga nization, oyer 
the imce itain period of his life. Those wishing to post- 
pone consumption, to secure a rising distnlnitidri of Teal 
U iSm eT^^ld bu y su ch propertyTn the "earlier years and 
gi’adually sell it o ff in the later ones. Those wishing to 
anticip ate futur e product ion _and secure a descending 
curve of consumjition w^ould progressi vely sell off thei r 
Iaiid7“ lPcrsc)ns possessing no land could make the anticipa- 
tion arrangement only in the maimer descrilied above in 
discussing a situation where such goods w^cre absent.) 
Th e society as a whole cannot anti cipate future production 
unless the re i s some o ther so ciety f rom which it can borrow, 
^ftcan postpone im the aggregat e only as iu.the situation 
aFove described, through an actual accumulation of con- 
sumptian-^g<»od s. . The process ()rnet~accumulation would 
again t end to w ard an e quiTiFrriim w ith current producUon 
rn Tdlconsumpt ion equal, though the goal might be an ior 
d ^nite distanceln thefutur eTTTB^e W at any time be 
an equili brat ion of the two sorts of motives tKrough the 
discenmt rate established, togetjieTjwIUi, in the case jqgt 
ment ione^' a"certaln"r^ ^ n ot ^ m 1 1 1 n t m n . 

"TTIie rate at whic h pe rpetual income goods are capital- 
ized m the market is not vet ^ate of interestTnThe^se nse 
oTa (fistr ib?rt i sha rp Nor would there be 
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under the conditions we have described for lendi ng m oney 
in connection witb^ t h^transfcr or lise ^ Income-bearing 
property (though consumption loans niipiFbcTeffected in 
much the familiar form). The capital loan for productive 
purposes is, as we s hall presc^ y see^aTIe vice Tor separating 
the oTOeiilni^ value equities in production goods from 
tfie^dire^ ofThe go ods tE^selvesr^^ 

tHe presence of the risk or uncertainty factor which makes 
such a sep aration d esirable. In a progressive society some 
mot ives for specializing t o individuals otlier than the savers 
the function o f making the invast.mfp t might exist even in 
CEe absence of uncertainty. In the society which we have] 
dds5TBe3”wilFbb^^ and progress absent^ theixe 

'^>juld.be jmot iye fo r lending or borrowing value funds 
for the purchase of productive agchcres. 



CHAPTER V 


CHANGE AND PROGRESS WITH UNCERTAINTY 
ABSENT 


We turn now to the third grand division of theoretical 
economics, t he study of the use of resources i n the increase 
ofjresourc^s for the makingof goods and m t he refin emcgjj; 
of wants lilon^de oF and Alternative To” their direct^use 
STihaking'^od ds for consumption The relations of these 
three theoretical proldemFare somewhat complex and con- 
fusions in regard to them have been a prolific source of error 
in economic thinking. The first problem is the use of given 
goods in the satisfaction of given wants^(with a given dis- 
triFufldh” of^^ goods to liegin with, and free exchange) 
and its analysis and solution constitute the theory of 
nmr ket'pffce . TWarkeF prices, besides determining the ap- 
portionment of given stocks of goods, the product of past 
industry, at the same time show the social estimate of the 
rdati^^e importa nce of drffcjgnUlOQitel^^ whicli 

tiie apportionment of re sources under, tkojseeoild. problem 
is worked oiit. Ii^thLs jrst d ivigi^^r> pmdnetiop goods d oj 
not enter at a ll , since costs already incurred have no .bear-| 
ing on price; as ?evo ns"^p^^ it, bygones a re forever l^-j 


Gie second problem deals with the us e of giv en pfo- 
ducUve the pfodiuction of goods ;to be use^d 

(always in accorda nce with market price principles ) in the 
satisfaction of given wants; it has become loiowm as the 
proBIeih drthe'lla or '^ st atic state,’" andlias two 

aspect s. The first phase relates to the’dFnue'o T'prdductive 
services separately; t he second, to the values of particul ar 
consu mpitiQn good^ in relation to the values of t he pro - 
ductive services which go into tdiem, or their costs; this 
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is^the problem of the long-time or normal prices of co nsump- 
t ion good s. In a sense it is, as Marshall suggests, a case of 
two classifications crossing each other. The first |)roblem 
classifies on the basis of consumption goods, showing the 
equation of the value of a commodity to that of the bundle 
of productive services entering into it. The second takes 
the productive service as a basis and shows the equation of 
the value of each unit of productive servic*e to the value of 
the portion of each kind of consumption goods in whose 
cre«ation it is used, for which it is responsible. _Thc first 
is the lo ng-time value'* problem, th e second is the short- 
time “distribution” problem. The changes m supply (and 
valuej ot consumplTon goods are studied TnT^ation to 
fixed conditions‘'"bfd)T^ductr6n,““m ei’pecrally fixed 

suppfieT^mid’Tnefliods of organization o7 productive re- 
sources. 

"" Tlie third general problem also rehiti^s tg bot h vn.lne and 
distribution phenomena. Changes in the “ fundameiital 
cohditioiis of demand and suppl>^^ of ^)^o3s^ grv^e rise to 
^^al Marshall calls '‘secular changes TiT normal pries.” 
Bnf * the principal ‘ ‘ fundamental con dit ions ’ ’ subject to 
change are the supplies of the different productive serv- 
ices which Evidently atfecF still mdi^dire^ prices 
of th^se^r ClcesTth^ distribu^^ Our discussion, 

likG Mafsliall’s, will be practically limited to this more 
simple and direct effect, the modification of the distribu^on 
situation, and its tendency toward an equ ilibrium.^ 

^ MarshfilFs organization of economic* theory about the fundamental 
problems is not very clear. We have already seen that he does not bring 
out the relations between market and normal price in tlie case of con- 
sumption goods. He refers to the problem of secular changes in normal 
price, but relegates discussion of the subject to later volumes not yet 
published. In his treatment of distribution he fails to make clear that the 
short-time distribution problem is a phase of the same fundamental analy- 
sis as normal prices of consumption goods. Moreover, he has very little 
interest in this short-time distribution problem. Book vi of the Princi- 
ples is almost entirely devoted to the long-time equilibrium tendencies of 
the distributive shares, hardly more than passing notice being given to the 
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First, let us try to formulate clearly and accurately what 
is involved in the problem of progress, ^ ^at new v ariably 
c ome in for stud y? What is the exact content of the 
era! conclitioiis of demand and supply,” or the “given re- 
sources used TnTEiTsaTi^ac^^^ of gix^eii wants,’* which our 
previous analysis has assumed? ITruT^nally, what are tlie 
changes m3^iiISEors. .. consideration in 

conditions of equilibrium from the standpoint of distribution at any given 
time or for short periods when the supjdy is to be taken as fixed. Nor does 
he identify or even explicitly connect the question of the long- 1 i me tend- 
encies in distribution with that of secular changes in normal price, which 
are phases or points of view in the analysis of the same fundamental prob- 
lem of social economic organization. In the writer’s view the problem of 
intelligible exposition and of fundamental con)prehension of the price or- 
ganization can be greatly lightened by the recognition and emphasis of 
these lines of relation. In addition, it is helpful to stress the close analogy 
in methodology of treatment between the sliort-time price theory of value 
and that of distribution, and similarly wdlh respect to the two long-time 
or normal price theories. 

In this connection it is interesting to compare Marshall with Professor 
J. B. Clark, who is esf)e('ially known in connection with the use of the 
static hyj)<)tliesis in this country. Clark’s organization is even more in- 
adequate, and it is especially striking that he does not acknoAvledge the 
connection between his method and that of Marshall. The “static state” 
of Clark is tlie same problem as Marshall's long-time normal price, while 
his economic dynamics corresponds with the secular changes in the field 
of value and the long-time tendencies in distribution. But (’lark, under 
Austrian and (Tcnnan historical influence as Marshall w’as under English 
classical, gives us as t/ie theory of distribution the short-time analysis, 
and hardly goes beyond recognizing the existence of the problem of pro- 
gressive change, the long-run results or conditions of eqnilihriurn of which 
are Marshall’s almost exclusive concern. He is, indeed, much less satis- 
factory in this field than is Marshall in the short-time theory, for the 
latter does give, in passing, a very fair statement of the productivity 
analysis. It would, of course, be a serious error to confuse Clark’s “static 
state” with the “stationary state” of the classical economists. The 
stationary state of the.se writers w^as the naiurnlly static or equilibrium 
condition, wliich is the goal of progress or the subject matter of the third 
division of the study, not a state made static by arbitrary abstraction as a 
methodological device. It seems, how'ever, that virtually all discussion 
of static conditions is vitiated by the failure to distinguish adequately 
between tliese two concepts. And we still lack a complete discussion of 
distribution which will give due weight to both the short-time and long- 
time problems; i.e., separate the assumption of fixed supplies of pro- 
ductive agencies from the assumption that supply is a function of price. A 
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order to bring our society into the closest possible approx- 
imationTo'TFealltj^T’ MarsKalir whom the present study 
inore^cIosely~Toirow than it does any other writer, seems 
to avoid, not to say evade, answering this question ex- 
plicitly. He does at one point begin an enumeration of 
elements, but cuts it short at once with the blanket ex- 
pression quoted above. ^ A well-known explicit list of statjc 
s tate or dyn amic factors to be excluded is that of Professor 
J. B. Clark, whose name is especi ally associated with the 
c 6irfrastn[)elween static and dynamic problem.^ in this 
country. He gives these five elements of progress: ^ 
(P) g^y^h of populati on: {^) accumulation of new capital: 
(3) progress in technology; (4) improvement in methods of 
business organization; (5) development of new wants. 
Professor Seager modifies this list, and in the writer’s view 


rough tabulation of the natural divisions of the theory may help to 
clarify their relations: 


Problem I 

Given supplies of 
goods and given 
wants to be satisfied. 
(The situation at a 
moment.) 

Problem 11. 

Ciiven productive re- 
sources and given 
wants to be satisfied. 


Problem III. 

Use of resources to 
increase resources 
and change wants as 
well as satisfy exist- 
ing wants. 


Value 

(i.c., consumption 
goods) 


Market price. 


Normal price (Mar- 
shall’s long-time nor- 
mal price) , Supply 
of each good a func- 
tion of price. 


Secular changes in 
normal price. 


Distribution 
{jyroductive serv- 
ices) 

No problem of distri- 
bution involved. 


Short-time or market 
price distribution the- 
ory. (Fixed supply of 
thing being priced.) 


Long-time or normal- 
price distribut'an the- 
ory. Supply a func- 
tion of price. 


' Cf. Principles of Economics, 6th ed., p. 379. 
* The Distribution of Wealth, chap. v. 



CHANGE WITH UNCERTAINTY ABSENT 145 


greatly improves it, by combining the third and fourth 
factors and adding a new one, the impairment of natural 
resources or discovery of new natural wealth. 

It will aid in clarifying the issues if we first co nsjjjer 
separatclynffie'^n ditibiis'oTlI^^ of the supgly^ of 

^ood^ ^^on ^ of denmnd seem to includ e the follow- 
mg fundamental facts: 

i. 'I'he pppuTation^‘onsidered as consuming units; its 


rac‘e, etc. 

The psychi c attributes of the population, i ts behavior 
attitudes tow ard the consumption of all sorts of go od>i. 
both inherited ** instincts (in whatever sense such 
tKings exist), and the ** s ocial inherit ance** of habit, 
custom, tastes, standards, and what-no t, m- 

eluding, of course, actual knowledge or beliefs as to 


the real (*haracteristics of commodities. We must 
also include luu-e any institutional facts as to the con- 
trol of the consumption of some persons by other 
persons, such as authority of parents, sumptuary 
laws, etc. 

3. Immediately, t he m oney income of the pof)ulatkin 

both as to aggregate amount a rid distribuHon . Ul- 
<i?7ui7<%™ir^nie equil ibri u in adju the incoiSe 

a nd its distribut ion (lepend oiT tKe w^ set of con- 
ditions of the supply^f goods, especially the amount 
an3rdis{fi 6u{wn 6ri^^ resou rces in the society. 

It is imperative to remember thaFTEe^end result of 
the competitive adjustment depends on the initial 
facts i n all these respec ts. 

4. For completeness it is important, also, to consider 
the given facts as to the geographic distribution of 
tlie pdpUlatioii ^s bbYI'^limmg units ; thisTs deter miiied , 
of course, by the distribution of productive resources 
^d of environmental conditions afl'ecting desirability 
of sites for habitation. Differences here would also 
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produce effects ramifying throughout the whole or- 
ganization. 

Gi^n conditions of supply include esperuqlly ihp itiipply 
of the factor s of production, b ut there are otlier vital 
con siderat ions. We may classify as follows; 

1. The population consider ed as labor force, numbers, 
and composition. 

2 . T he psyclTic or behavior attitudes, tastes, prejudices, 
etc., toward procKicCrve "activilie.s inherited or ac- 
quired. 

3. Immediately, money income and its distribution; 

uTtimafeTyrtlieTIstrn owiiersIniD of procfiic- 

tfi^ rSouTces of every k ind. There is no difference 
between personal ability and productive property in 
this respect. It is obvious that income affects dis- 
position to engage in productive activities and enters 
as a variable, independent of taste. 

4. Although it belongs logically under number 3, or is 
at most a corollary from it, we specify separately the 
i nstitutional situation as to the me aning and extent 
of private property. This includes all facts as to 

control of the use of productive services and (b) 
of valid and enforceable rights to income. There is 
again no distinction to be made between personal 
powers and other productive facts. 

5. T he a inqu qt agenis ot .pro- 

duction in existence. Under the static conditions 
hrtKerto discussed these can include only natural 
agents in the narrowest se nse, or. what woul d amount 

To the same t hing, im plemjmts^ .. from past 

generations, and in^either case subject to neither 
detenbratTon nor improy^iment. 

6. The geograph ^ I agencies. 

7. TEe^state of the arts; the development of technology, 
business organization, etc. 

Combining the two groups and removing duplication we 
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find the following factors in regard to which change or the 
possibility of change mus t be stud jedTr " 

T!. The^bpuTiilic^ numbers and composition. 

2. TEtriasTes "and dIsi>osrtibhS of the people. 

8- TH FmncmnTs^^^ pruductiyii,.capaci^^ in 

existence, including 

a. Personal j)ow<^s, 

b. Material agents. 

i miyeh by^' natu re. ^ 

ii. Artifi cially prgdux?^^- ^ 

4. The distribution^)! o wnership of jbhese^^ induding^ all 
ri3Rs"or"coiitr ol by persons over ue r^SLona or tbkigs. 
(Impersonal control, by laws or mores, is indistin- 
guishable from numUer 2, tastes and dispositions.) 

5. Geographi c distribution of people a nd things. This 
stands in close relation to the facts of technology. 

6. The state of the arts; the whole situation as to science, 
education, teclinology, social organization, etc. 

Systematic completeness would call for a survey of possi- 
ble changes in each of these elements and the relation of 
such changes to both value and distribution phenomena, 
the ])rices of consumption goods and of productive services 
(and in addition their relations to the capitalization rate, 
the sale prices of productive agencies). No such ambitious 
program can l>e entered upon, however. W^e shall merely 
point out some of the more important price bearings of 
changes and make such comments as seem especially sig- 
nificant in illuminating dark places in theory. The poin t 
for especial emp hasis is that the really far- m i ching effects f r f 
cKaYf ge are not the results of the fact of change itself^ bu t 
oftne uncert ainty which is involved in a changing world. 
If any or all of these changes take phice regularly, whether 
progressively or periodically or according to whatever 
known law, their consequences in the pric*e system and the 

^ This, distinction follows conventional usage; it will be examined 
presently and shown to be untenable. (See below, pp. 159 ff.) 
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economic organization can be briefly disposed of. Through 
the machinery of the exchange of present and future values 
all of them will be fully “discounted’" an indefinite time 
before they occur. They will not upset human calculations 
or destroy universal perfect equalization of alternatives. 
116110*6, in particular, changes, if foreseeable, do not disturb 
th^ prerequisites of jierfect competrtrdn“Tor productive 
services^'‘T)fmgin^”li^ exact afuivalSce' U costs 

an<Tli^aliie^^^ of profit. 

Ks a maUef oTTact llie'"^^ of changes in the general 
conditions of the ^ods 

uponthc pric‘es of consumption goods are either so obvious 
or so coinjilicated of practical prediction that 

it does not seem worth while to attempt systematic treat- 
ment of them. Our Hiscusluon will be confined almost 
en^tirel^^ToTTie theory of distribution. In this field, also, 
let us note that progressive changes can usually be fairly 
well foreseen and discounted aiiT their effects are not 

duce r^afively Tittle real disturbance in the competitive 
adjustment and are not a signific^ant cause of profit. The 
sign^;ant disturbances and sources of profit are raUier 
the short-pe riod an 3 erraIm HijcTua the Tfre^Iari- 

ties of progressive c hjxnge , i m the cha nge feelf. The in- 
cr^seTa^ population and accumulation of new capital are 
not disturbing facts to any appreciable extent, and the dis- 
turbances arising from invention and improvement are due 
to the local and spasmodic way in which they originate, 
not to the general tendency. 

In dis cussing the short-time theory of distribution (dis- 
tribution under c onditions of fixed supplies of productive 
agencies) we have repeatedly emphasized the absence of 
any valid ground for a general classification of productive 
agencies, either along the lines of the traditional three 
factors or along any other lines. That is, on the demand 
side they are alike or differ by innumerable impercepti- 
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ble gradations, and for short-time problems the conditions 
of supply — given quantities in existence — are also ob- 
viously identical for all. The long-time point of view, how- 
ever, bring s in the new question of changeslh supplyr in 
regard to whicti there are r eal diderfence s. " TTiese diflferences 
mTlhe con dit ions of supply afford a basis for legitimate 
classification, somewhat along the lines of the tripartite 
division. It is superficially reasonable to recognize three 
categorically diffe rent conditions of suiip T^Tlrst we^^ould 
have a gencies whose supply is given on ce for aTTeveiriiver 
long periods, thing s not subject to m crease of He( ‘rease, 
i piproyer nent or detoionition . 1 lieTfaiRfTonaTTlM!^ 
land fi ts this description. (W^e do not here raise the ques- 
tion whether anything exists to which the definition ap- 
plies.) In the second p lace, some productive go o ds may 
be, and obviously are, freely reproducible in the same man- 
'TCl* cdlisunil'lt iuii gOOdi^l,'’Dndci^ <^ondttTOTS ill Wlncih supply 

beanies a clehnite function oi the price of their servmes. 

The tra diHom il "df (capital gives it this chanieler. 
(AganT^'e make no assertions as to the correctness of the 
view.) And finally, the supply of still other agencies may 
be variable, but not a tunction of price, or ndUconnecT^ 
with price in aflj mmcd^ orjdii:aQt.3^^ 
treatment of the long-time supply of labor (IhFmeriis of 
vTiTchrii’r^e also reserved for later examination) differen- 
tiate it in tliis resp eri- fm m other productive powers. This 
FniiiiBona^ ificat ion is not accepted as valid, everrfrom 

thel ong-time point of view, and will b e criticized atlength 
as we proceed. But the superficial basis for it an3 the fact 
thaTTt is~\v^l established in the thought and terminology 
of the science may justify taking it as a starting-point. ^ 
The ramifications and interconnections of effects of any 
particular change are ultimately rather complicated, and 
may be followed out until nearly every as[>ect of the ad- 
justment is modified in some way. This is obviously true 
of the first of the static characteristics named. Historically 
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the population question has been considere d with di stribu- 
tion in coi^^ with wage t he ory throuff:h it s relation 
fo the supply of labw. Of course, an increase of population 
is Inc reas^ h tTieHemancTfor goods an3 hence in'" the 
demand for all the ^roductT^ Ser^^ incTudiiig labor it- 

j sen. gut the demand for any productive stTvice depends 

j finally upon t\^^ crernents, the total outp u^ of industry 
the relative impoftance of that service innfncreaslng 
<^Ee output. IiTaccordanc^e wit EThe l aw oT ^fiinmishm te- 
lurns ahSTthe'specific^productivity theoryT)ased upoii^that 
law7a relatT veljicre asc in the supply of lahor will increase 
the product of industry less than jinipcrffibnally ^-tid de- 
o?aselhe relative productivity of labor. Botli effects tend 
toTo wer wages 'TTlie same reasoning applies to any 

other productive servicer as^wStt as^ ^ 

Much conTusioii has ariseh discussion 

through different meanings given to a distributive share. 
We may speak of wages, for example, as above, as wages 
per man, and similarly of other incomes in relation to the 
concrete agency which produces them. The problem of 
distributio n from this of view Cannan calls ‘‘pseudo- 
distribution,” ^ seemi ngly a n unj^tunate"^tmn, for this is 
surely the phase of the subject in yjiich we have the great- 
est and most direct iiit cresJL* The classical economists 
themselves, led by Ricardo, usually centered their dis- 
cussion around the fraction of the total social produce re- 
ceived by the “factor” under discussion. Another clearly 
possible meaning is the aggregate share of a “factor” 
measured in absolute terms. 

yhe effect of an increase i n a fgLOtor (meaning a large 
group of physically interchangeable productive units) on 
the fraction of the social income it w ill rece ive, depends on 
r at e of dim inishing returns realized from the applica- 
tion of that agency Cb other s In the vicinity of the pro- 
portions in If the in crease in total pro- 

^ Theories of Production and Distribuiiont chap. vu. ^ 
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^ i ocrease in the factor 
(remembering that it cannot be equal or greater), its frac- 
tional share will rise; if much less, it will ijj LlI. TKelTggre- 
gate absolute share of income falling to the agency will in- 
crease unless the falling-off in product is in equal or greater 
ratio with the increase in the agency. Both points, how- 
ever, are rather remote from the problem of immediate 
interest. If the income per unit is known, the relative and 
absolute shares of the factor can more naturally be deter- 
mined indirectly. 

Obviously a shift in the amount of any productive I 
agency will, through its effect on incomes, mlH bn th? 
nland^d r ^()dsrah? ultimately a ffect nearly every feature [ 
of the^qr ganization of industry and oFnie price system^j ' 
The resu ltinsr changes in the prices of consum ption goods 
arc what Marshall calls secular Ranges in ncnraaT pHce. 
It dOtFsTibrseem profitable, if indeed it is possible, to dis- 
cuss these in the abstract. About the only general ob- 
servation which seems worth making is that those goods in 
whose production any particular ag ency p)redomIhateri^ 
jen HTdla injiJiialue increases, 

other thinjgs b ejng eg iuil. 

The really difficult problem in the theory of progress 
relates Ubt so nmcirto the effects of^j^IlIcuTar chants. 
These effects, though complicated, can be traced out by 
the application of the princi])les of the market, the “laws’' 
of supply and demand. The difiiculty comes in thejpre- 
dijpti9£j2L^^^^ changes theihseives What are the conditions 
of supply (TtEe'productivFsSrvices? What changes in the 
supplies of the different services may be reasonably an- 
ticipated, and to what goals or equilibria do they tend.^ 
The question is of especial interest because it was in terras 
of Ihese ultimate equilibrium levefer th'aT thFct^sical theory 
of dis tribution was almost exclusK’^^ y woilSed^ but. In our 
opinion th^ meaning of these equilibrium cxindifTons w^as 
misconceived in classical economics and their significance 
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perhaps somewhat overestimated. The early wTiters re- 
garded the equilibrium condition as constantly at hand in 
a sense analogous to the normal price equilibrium between 
the production and consumj)tioii, cost and value, of con- 
sumption goods. Their “static state " w^as, if not the actual 
condition of socnety, a condition on which it constantly 
verged.^ It makes a great deal of difference in the theory 
when w’e recognize, as the facts require, that the equilib- 
rium is an indefinite and usually a very great distance in 
the future. The condition must then be viewed as the 
theoretical result of a part icular tendency only, w hich may 
be modified to any extent or reversed by the effect of other 
tendencies, or the conditions may be entirely changed by 
unforeseen developments long before any considerable ap- 
proach to the ecjuilibrium has been made. The equilibrium, 
then, in a particular case, is not a resu lt actually tc^be 
anticipated; a concret e predict ion of the future course of 
events must tak e into acco unt all the tendencies at W’ork 
arid estimat e their relati ve inq)oi*tance, and in addition 
must always be made subject To wade reservations for un- 
pre<R(dabTelnffuenj^s. ^nTact, as we shall see, the interre- 
latlbns^dTf he various factors of progress are so comj)licated, 
and'fhe functions themselves are so maccmrately knowm 
and are aff^f ed by so niany unknown variables, that defi- 
nite predictions’ any considerable distance into 
the future "seein tqbc cpiite out of tlie question. 

’ Turning now to the question of the conditions influenc- 
ing the progress v ariables ^d of the changes to he ex- 
pected in regard taeacli^ we may bTglnl^^ factor of 
population onc^ jiorujm^ thejlst. The plan, 

of course, is not to investigate hypotheses at random, but 
to inquire seriously about the facts of the world we live in. 
The only arbitrary or unreal element in the procedure is 
the selection of the outstanding dominant features and 
their isolation with a view to ascertaining if possible their 
^ Mills, Principles of Political Economy, book iv, chap, iv, sec. 4. 
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own inherent tendencies. The products of such an inquiry 
are, like all theoretical deductions, — all general principles, 
— partial truths which cannot be applied uncritically, but 
must be combined according to circumstances and supple- 
mented with empirical data. Historic population theory, 
or Malthusianism, pictured laborers as analogous to a 
good supplied under conditions of constant cost. Wages 
were accordingly held to tend toward an equilibrium level 
eg uaT to thTs‘ ^Tie “Xreal or commodity, not money) 
cost of maintaining a static population. The premise was 
not, of e6OTse,~That the production of laborers takes 
place from motives of pecuniary j^rofit,^ but that in con- 
sequence of the physiological-psychological law of popula- 
tion, the supply varied in a stri ctly analogous way. The 
tendency of wages to the minimum of subsistence is in- 
deed a natural and correct deduction from the tendency of 
population to press constantly upon the supply of the 
necessaries of life/^ 

This early version of the theory of the cost of labor was 

^ It is a neglected fact that in the lower'’ strata of soc iety the pro* 
(iuction of children is by no means so unrelated to the ordinary economic 
calculation as generally assumed. The age of marriage and the size of 
families probably depend much more in fact on the amoniit of economic 
gain or loss between the prospective earning of children and the cost of 
their keep while under their parents’ control than they do upon calcula- 
tions as to the possibility of maintaining standards of living from one 
generat ion to another. (Of course, the two sets of eonsideratiuns are inter- 
related.) A comparison of birth-rates with living conditions in the city 
and country and in dilferent social environments, also a study of the 
effects of child labor and compulsory education laws on birth-rates, are 
very suggestive in this connection. 

2 It is hardly necessary to point out that the famous “iron law” of 
wages of Lassalle and the Marxian socialists is this classical theory of the 
equilibrium wage taken over bodily, but with the logical foundation on 
which it rested repudiated indignantly. If the tendency of wages to a 
minimum is based on a principle of population, all schemes of social re- 
organization (except in so far as they affect that principle) arc helpless to 
produt^e any result save possibly a temporary amelioration, witli a later 
increase in misery. This, it will f)e recalled, is the very thesis which the 
essay on' population was originally written to prove in answer to the 
millennial hopes held out by Godwin’s Political Justice. 
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immediately recognized as untenabl e and gave p lace to the 
standard of living theory which depends for its validity on 
tEF"'assuinptioh sfandaf cT” of living"!^ remain 

stationary when the wage levcHr "changes. ”Tlie classical 
etyoholmsts rend^iized that an mcrea^ln the supply of 
labor will increase the food supply, Tnit Insisted that the 
secorid Increase womdTiiFliT^ ratio (Malthus’s 

cm^etiypoffiesis versus geometric progression 

being replaced in the later work, especially that of Mill, by 
the scientific principle of diminishing returns). 

Mill also recognized that the standard of living viight not 
remain stationary if the wage level were raised, but was 
very pessimistic (much more so than Malthus in fact) 
about a permanent elevation of wages unless a wide gap 
could be produced and maintiiined for a generation be- 
tween actual wages and the psychological standard con- 
trolling the pofiulation. The facts seem to be that if wages 
are suddenly raised through a general improvement in 
industry or the opening-up of extensive new natural re- 
sources, the population will increase, but the psychological 
standard which limits its increase rises at the same tim^. 
The new equilibrium should therefore be established with 
a wage level higher than the old. The historic facts are of 
this character. The modem industrial era began with the 
opening-up of vast new regions to European civilization, 
and the movement has gone on ever since, though recently 
at a slackenmg pace. The improvement of technology has 
perhaps accelerated in velocity clear down to the present. 
The world population of European stock has increased four 
or five fold, and the average standard of living (if definite 
meaning can be given to this concept) is also vastly higher. 
The relative amounts of the two changes could not be 
measured; the writer’s conjecture would favor a vindication 
of the Malthusian hypothesis on the whole. Certainly both 
changes are still in full swing. ^ 

^ The above discussion of population problems is admittedly super- 
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Th^most seri ous omission in the classical reasoning was 
that already referred to, the neplcct to allow for the length 
of time required for the long-time a cliustme^ work 
Itself ^uL Not merely may innumerable “other thmgs” 
interfere with the logical course of events, but it is a^se- 
rio us error to view the rqndition of eq uilibrium as an ap- 
proximate description at any given time. The fact of^lhe 
rapHmcreaseTh'nre^ popiiTalion oFfFe industrial world, still 
going on, proves that the wage level has been and is far 
above the psychological minimum standard. It would be 
idle to speculate as to the length of time which would be 
required to bring about the equilibrium adjustment even if 
other things were to remain equal. It is theoretically im- 
possible to formulate the condition of equilibrium unless 
the amount of disparity between present wage level and 
psychological minimum is accurately known, and in addi- 
tion the relative rates of change of the two, corresponding 
to this and all lesser differences between them. 

Changes in the physical composition of a population do 
not call fo r detailed discussion in tkis brief survey. The 
principal facts to be noted would be differences between an 
increasing and decreasing population and changes due to 
immigration, emigration, and internal migration. If we 
abstract from all huxnan interests which do not effectively 

ficial, but other factors must be passed over here. Students will recall 
that the over-simple treatment of Ial>or as homogeneous in its conditions 
of supply was brought somewtiat nearer to reality by Cairnes's discussion 
of non-competing groups. To-day the social interest in the question has 
completely shifted. It is not Malthusianism as a general proposition 
which is worrying us — perhaps rather its contrary, race suicide; but 
much more than either, the differential aspects of the case, the over- 
multiplication of the iiieompetent and the failure of the upper classes to 
reproduce themselves. It seems plausible that below a certain standard 
an increase in wages means an increase in population, while beyond a 
critical point not far above physical comfort, the reverse relation begins 
to hold. The effect of popular education, industrialization and city life, 
and inscrutable factors in the Zeiigeist complicate the problem beyond 
n«ea.sure. The great World War, in particular, has wrought changes in 
human aMitudes about wliich it >vould be rash to say anything except that 
they are certain to be far-reaching. 
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manifest themselves in the market, and assume perfect 
intercommunication and freedom of movement, the migra- 
tion factors would quickly come to an equilibrium. 

The second of our progr^s variables is the psychological 
elemenf,” ITieHIspositions and tastes of the people. Like the 
numiber and composition of the population, it affects con- 
ditions on both the consumption and production sides of 
the problem. Changes andiireat c hanges do, of course, take 
place in wants for consumption goods and in attitudes to- 
ward dlffef’^nt tiiies of prod ucti ve activity. ^ Most of these 
changes cannot profitably be treated as functions of price 
and no conditions of equilibrium can be formulated for 
them. Tht^y remain in the class of external disturbing 
causes little sul^ect to j)redictioti, especuilly on the pro- 
duction side^ Tendencies can often be noted, such as the 
“hire of the city” which now operates to increase industrial 
production at the expense of agriculture. In America the 
irrational preference for white-collar jobs has raised the 
wages of mechanics above those of clerical tasks calling for 
much more ability and education. Other preferences and 
vogues for particular kinds of work must be passed ov^er 
with the mere pointing-out that they are }>art of the given 
conditions of the economic process and that changes in 
them have widely ramified effects. These considerations 
apply to uses of proi)erty as well as to personal powers, 
though in a much less degree. 

On tb^^iinsiimptuw side the re is a very imp ortant 
problem more amenable to scientific treatment, though still 
veiy Tr^clierous to deal with. We refer t o the fa miliar 
fact of the use of economic resources by private business 
to ^veldj^ greater oFdifec ^ the 

^ Strong social disapproval of any line of business or occupation un- 
doubtedly tends to aggravate any real evil connected with it, by throwing 
it into the hands of persons (of whom there is never any dearth) to whom 
social approval and disapproval are a nialter of indifference. Conspic- 
uous examples are money-lending in the Middle Ages (and the same type 
of money-lending now) and the liquor business in modern times. 
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phenomenon of advertjsiijg.^ The increase of value through 
adverfisTn^^wfe informative or merely persuasive, 
is quite parallel to any other form of production, or “crea- 
tion of utilities.” Such values are largely transferred from 
other goods, but except in so far as they result from a 
positive disparagement of competing commodities they 
are to be regarded as merely an additional utility in the 
advertised commodity.^ 

The busin ess of^ant creation is, of course, very uncer- 
tain and aleatory or “ fUuT it is evidenFtKaU as" 

oilier changes, Tn so far as the results of action can be fore- 
seen, competition win "eqTi3hzF^ihTwTHi'nrdseTh*’<^ 
fieTcTs. 'Cdsts^’win llien Be equiiTT^ViiTi^^ 
system, the conditions of profitless adjustment being pres- 
ent. Whether the creation of wants is subject to diminish- 
ing returns, the process consequently tending toward an 
equilibrium, where it would no longer take place, or whether 
it is inherently a peri^etual cause making for continued 
change, is a matter we cannot discuss on its merits. The 
writer’s guess would favor the latter alternative. 

^ Efforts on the part of society, the public, or^ranized and unorganized, 
to direct consumption along approved lines, fall outside the scope of a 
Study of private competitive organization. 

^ Disparagement of competing commodities must be eliminated from 
consideration for the same reasons as burglary and such crude fraud as 
the dispensing of gold bricks, I i(j nozone, etc. It will be recalled that we 
have expressly eliminated effects of interests not represented in market 
transactions. 

The suggestion may seem fanciful, but I find it impossible to differen- 
tiate between elements in the physical form and appearance of a com- 
modity which make no differcn<‘e in its efReienry for the purpose in- 
tended (an agreeable color, decorative ornament often actually interfer- 
ing with its uses, fancy containers, etc.), on the one hand, and on the 
other an element of appeal due to a high-sounding name or any other 
form of “puffing.” These things do make a difference in the commodity 
to the consumer and in an exchange system the consumer is the last 
court of appeal. If they are different to him, they are different; if he is 
willing to buy one sort in preference to the other, then the first is superior 
to the second; it contains “utilities” w'hieh the other does not hav'^e. I do 
not see that it makes any real difference whether these utilities are in the 
thing itself or in some associated fact. 
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In regard to the third pr ogress fact or, the amount of pro- 
ductive resoufcesTii existence, the first question relates to 
the ^assiEcaEonT)! these resource^"1¥oiii“tte standpoint of 
cJuingeTm' ?upiDl^^ havei5h?5wn ab'(5ve that differences 
raiisUIie recognized somewhat along the lines of the con- 
ventional tripartite division, but we must emphasize that 
the differences have been much exaggerated and that 
definite classification along the traditional lines cannot 
be maintained.^ 

The long-time conditions of the supply of labor consist 
of tw^?r^<gmeMs': I Srstr the" p b|^^^ has already 

5^n discussed. The second is the factor of education, 
taken in the broad sense. ^Now tfaTnlng,” Wiich results in 
increaiM pf ndui^^^^ *^fflbiency , is evidently similar to a 
material productive agency or capital good created by 
the diversion of resources from present consumptive uses. 
Even the population itself, as observed above, depends to a 
large extent upon considerations of pecuniary profit in the 
case of the social classes which subsist mainly by labor. 
The distinction between labor and capiital thus shows a 
tendency to fade away. A degree of distinction, indeed, 
persists. Technical training cannot be sold or leased for 
use separate from its owner, and cannot in any direct 
sense be perpetuated beyond the owner’s working life. 
Capital is at least less attached to its owner’s personality 
(it is important to note that it is never absolutely detached) 
and may function in perpetuity. In addition the invest- 
ment in education is more affected by other than profit- 
seeking motives, and in consequence is not so closely ad- 
justed by effective competition to equality of return with 
other forms of investment.^ Investment in the imorove- 

^ It wil] be kept in mind that from the standpoint of short-time prob- 
lems, where changes in supply are not at issue, and demand alone deter- 
mines distributive relations, no classification at all is valid. 

2 The fact that so many opportunities for the profitable investment of 
resources in the development of human potentialities are neglected, and so 
many wasteful investments of the same kind made, is perhaps one of the 
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ment of hu man powers is rather a lon^-time prop osition. 
yi^cloes'^tTm)!^ so far ahead as many other forms o7 in- 
vestment; in other ways, however, it is subject to a very 
high degree of uncertainty. After all there seems to be as 
much difference between difft^rent cases or types of labor 
production and between different varieties of material 
productive goods creation as there is between the two 
classes of investment of resources as types. In so far as un- 
certainty is absent and competition obtains, it is clear that 
investment will distribute itself between the two fields and 
over all parts of each in such a way as constantly to equal- 
ize their net advantages. Which is to sa y (remembering 
that costs merely register competing attract ions) thajt 
with Im^certrimT^'nis^^^ and vS ues would be equa l 
tlTroughmit the system; that is, there would be a perfect, 
jwofitless ~organization o f production and ex^iahge. 
^TEer^ is a fuiidamcntaT^similarity iir""nie conditions of 
supply of all the productive services involving the in- 
vestment of resources. In every case there is a diversion of 
productive power from use hiaHri g ’ consiimp- 

tidfT' gnDds to tli e ci e ali oi r of sciurcHjs T)f mew 
goods in??51TO.'~lY'i^ usston of- the eohditions of equilibrium 
for any df them wdll therefore be postponed until all can be 
dealt with together. The general theory of equilibriu m in 
this case i s in fact the lon g e r mi theory ' 

The classical economist treatedjand, or natural agents, 
as given in sup ply. This assumption was^tEeTiasis’ "lor 
propoundinga theory of rent different from the reasoning 
by which the other distributive shares were explained,^ 


most serious criticisms of existing society. The fault, however, is in the 
family system rather than in the private enterprise organization of in- 
dustry in any sense in which the two may be dissociated. 

^ The differential theory of rent has long since been recognized as 
applying equally well to the other shares. See J. B. Clark, “Distribution 
as Determined by a Law of Kent,” and J. A. Hobson, “The Law of (he 
Three Rents,” Quarterly Journal of Economics^ vol. v. It is not so generally 
recognized that in consequence it explains none of them. It is especially 
remarkable that the theory of distribution propounded by General 
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and for positing a special relation between rent and cost^ 
The definition given for land to make it fit the description 
of a fixed supply — the original and inexhaustible powers 
of the soil — is indeed drastic in its limitation. Later, tliis 
d ogma of^nconditiona l fixity of supply was made The basis 
for the single-tax propaganda. We cannot "discuss tliis 
position at lengtlirimt”must take space to remark quite 
briefly that it is utterly fallacious. It should be self- 
evident that when the discovery, appropriation, and devel- 
opment of new natural resources is an open, competitive 
game, there is unlikely to be any difference between the 
returns from resources put to this use and those put to any 
other. Moreover, any disparity which exists is either a 
result of chance and as likely to be in the favor of one field 
as the other, or else is due to some diflerence in psychologi- 
cal appeal between the fields; i.e., goes to offset some other 
diff*erence in their net advantages. Viewing as a whole the 
historic process by which land is made available for pro- 
ductive employment, it must be said to be “ produced'’; 
i.e., to have its utility conferred upon it in a way quite on a 
par with tha t which holds for any other exchangeable good. 
This, of course, again abstracts from the fa^dr oT uncer- 
tainty. In real life a large speculative element is intro- 
duc ed; but this cannot be saCT IoT flfferentil^ gener- 
i cally from any oth er class of goods, tliough the results 

A new form of produc tive^esourcc has become of very 
great importance inTmodem society, consisting of special 
methods of production or exclusive technical processes, 
vm ether patented or ke p t sec ret, or rnerely noF*‘yet" ex- 
tended in use over the wholelS ^d of produetTonT "B tlch a 

Francis A. Walker, whose book was long a standard text in American 
colleges, amounted to nothing more than an elaboration of the proposi- 
tion that each factor gets what is left after the others are paid. It is easy 
to show that the differential theory w^hen stated in its significant form is 
identical with the specific productivity theory. Cf. A. A. Young, Ely's 
Outlines of Economics, 3d ed., pp. 415-16. 
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process is a source of income like any other agent, and is 
produced in the first place in the same way, by the investr 
m enToiTpresent r gsoj^ces (in research and experiment). 
They are difierent from most capital goods, however, in 
that their cost of maintenance and multiple reproduction 
is so low ^ that it is profitable to multiply them to the point 
of becoming free goods, exc*(^pt in so far as they inhere in the 
persons of their possessors. They thus tend to revert to the 
category of enhanced individual capacities, unless in some 
way “monopolized.” New productive processes are like 
natural resources in being produced under conditions in 
which the gambling element is large, but in so far as the 
results of operations can be foreseen they also tend to 
equality of return on investment in comparison with other 
fields. 

We turn, therefore, to the ordinary and simple jcase of 
the inves tmen t of rescijur^^^ ip the cre^dion of new pmdjic- 
tive case of capital gop ^ls. In this 

connection we can conveniently discuss the general case, 
subsequently returning l)riefly to the problems of human 
powers, natural agents, and productive methods just men- 
tioned. The argument will be closely related to, in fact 
may be said to take up and continue, the discussion in the 
last chapter on the subject of time preference and the pur- 
chase and sale of productive goods. We now have the fur- 
t her complication that our productive goods are no long er 
feed in supply, but that opportunity exists for the inde fi- 
n ite creation of such goods through the div ersion of re- 
sources from the producti on of present consumption g oc^s. 

^ Ideas are not, however, free from thcvSe costs, as sometimes assumed. 
Thus A. S. Johnson {Rent in Modern Economic Theory, p. 120) contends 
that an idea cannot l>e regarded as productive, because it is “its nature” 
to multiply itself indefinitely. It wouhl sim])lify the problem of education 
if it were so! But perhaps we should wish some discrimination to be ex- 
ercised in the extension of the quality to ideas generally! Even so, if the 
“natural” tendency is obstructed, the idea limited in application seems 
to be procjuctive in the sense in which anything else is productive. (See 
below, chapter vi.) 
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For it will be seen that to the individual the investment of 
present goods (their use to pay productive agencies while 
the latter, being liberated by the “advance,’’^ devote them- 
selves to the making of the new equipment) is equivalent to 
their exchange for productive services already in existence 
in the possession of others; it is an alternative method for 
securing the same result. The previous discussion of the 
motivation involved, therefore, ai)plies to the present 
case; i.e., it fits the assumptions usually made as to the 
motives for capital formation. We would emphasize the 
importance of a new motive not present in the former 
hypothetical case, the opportunity to create, which we hold 
to be a motive on its own account very distinct from, or at 
least very much more than, the mere desire to possess the 
thing created. However, in this brief survey, it seems nec- 
essary to abstract from the comi>licating factors in the 
motive for saving and to treat new productive equipment 
as a perpe tual value-income merely (with tlie possiTiility 
of cashing^lrTBy sale at any time, as in the previous case).^ 

1 The classical writers’ view of capital as “advances to laborers” was 
correct except for the failure — natural from their labor theory point of 
view — to include the other productive factors as well as labor. 

* Beyond the dogma that the desire to secure the income from capital 
is the sole motive for saving, it is a still further and questionable assump- 
tion that the strength of the motive varies in proportion to the size of the 
income expeded or is connected with it by some simple law. Again we 
make, for convenience, the conventional simple supposition, merely taking 
this opportunity to record grave doubts as to the validity of any of this 
procedure. The saving of cai>ital seems to us to l>c in fact the result mainly 
of two or three motives of which the desire for increased (‘onsumption of 
goods in the future is only one and probably one of the less important. 
Like other acts of man in society, it is largely a mere matter of established 
social custom, good form, the thing to do, the mores. Then we must em- 
phasize the impulse to create. Probably the greatest single source of sav- 
ing is the putting of income back into a business, because of sheer interest 
in the business and the desire to make it grow. That the desire for the in- 
creased income is not the dominant motive in much of this is proved by 
the fact that men invest as desperately in an enterprise never likely to be 
profitable as they do in the most prosperous concern, and by the further 
fact that much of the reinvestment in society is made by directors of cor- 
porations who will not get the fruits of the work for themselves at all. 
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The demand for capital goods is, therefore, merely the 
demand for future in‘com(5, ulWi^icly discus.^d7TSsum a 
static and universally loiown technology, all forms of such 
goods will ne cessarily b e kept at a uniform level of pro- 
ductivity in relation to the investment necessary to create 
tlie^ m, Sid they txe tr e^d as a Eomogeneoiis clas^. 
Tlie demandTor capital goods in industry, like that for any 
other productive agency, i s subject to the twofold la w of 
diminishing productivity already familiar, and the more of 
such g oods created the lo wer th(^'"Talue‘dTR5omFTIie^^ wi ll 
yield. In terms of the goo ds themselves measu red physi- 
cTji^^ oh which the investor figures is not the 

i^ysical productive goods created. These are as non-ex- 
istent to his calculation. He is inte rested exclusively in the 
relation between (a) the amount (i.e., value) of present 
goods he gives up and (b) the^size of the valueTncome 
whi ch he receives. Hence, we have lii this case a "really 
fo urfold law of diminishing effective dema nd : ( 1 ) The 
creati on of producers" iroods involves a diversion of r e- 
sou rces from the making of consumption goods, and this 
transfer takes place subject to diminishi ng physical re- 
turns. The sacrifice of a given amount and kindTor^con- 
sumption goods makes possible the creation of a smaller 
amount of any given kind of capital goods the further the 
process is carried.^ (2) Those productive goods which are 

The truth is, we believe, that the real motives of human life, at least of 
those p)eople who do big things, are idealistic in character. The business 
man has the same fundamental psychology as the artist, inventor, or 
statesman. He has set himself at a certain work and the work absorbs 
and becomes himself. It is the expression of his personality; he lives in its 
growth and perfection according to his plans. 

^ The statement is applicable to the other methods of investing re- 
sources — the development of new natiiral agents, training of labor and 
improvement of technology — as well as to the creation of capital goods 
in the narrow sense. The use of resources to increase population in num- 
bers ajjpears to be exceptional as population subsists upon consumption 
goods themselves, and no change in the forms of production is involved. 
This action, Jiowever, is only to a very limited extent a matter of the cal- 
culated exchange of present for future goods. 
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more readily multiplied bv the mvestmg nt of r esources 
must inc rease re lat i vely to the other agents with which 
t hey are combined in production, and b ecome subjects to 
d iminishing physical in tiieir u se. (3) To the 

extent that the relati vely increased agencies e nter Jnto 
tTi e prd^^ of certain co mmodities more than of 
o thers these commodities will have their supply relatively 
increased and will fall in price re latTv^^^o'^Qt'h^i' corn- 
modities. (4) Tim goods are progressively 

sacriilced to the c reatioh^or future in c(5 me~n[IiF~ relative 
preference of the latter to the former must fall off as more 
of it hecomes a v ail ahlel 

Other things b^ng ecjual, the investment of resources 
should ultimately be carried to a point of equilibrium at 
which the amount of value income and the amount of 
present value which must be sacrificed to create it become 
equal to every person in the system. As long as the income 
which can be produced by sacrificing a given amount of 
present goods has a sufficient appeal to induce new sav- 
ings, the new savings must cont inue to be made and to re- 
duce the amount of value income obtainable from a given 
amount of investment. A point must ultimately be. reaxhed 
at wdiich the product of investment is just attrac tive 
enough to h old in exis tence capital already saved, w itliout 
call ing forth new savings . Of course some individuals may 
at any time be consuming capital previously saved, while 
others are saving and investing, provided the two offset 
each other. ^ 

^ A caution is in place against taking this equilibrium as strictly analo- 
gous to the normal price of a c’onsumption good. A consumption good is 
destroyed in use. The eciuilibrium condition in regard to it is equality in 
the rates of its consumption and produ(‘tion with a negligible amount of 
the good actually in existence. (Durable consumers' goods are, of course, 
capital in fact.) Capital, on the other hand, accumulates, new production 
being constantly added to the whole net product of the past. The equilib- 
rium in its case is a constant amount in existence, current production and 
consumption amounting in the equilibrium condition only to replacement 
of wear and tear. In this respect capital is like gold in the theory of its 





CHANGE WITH UNCERTAINTY ABSENT 105 


The above is a br ief statement of the **eclectic*' theory 
of inTeres U~ The eg uilibrium ratio oTtlie annual value in- 
come yielded by the capital goods created to the present 
value sacrific^ed in creating them — that ratio at which no 
further net conversion (saving and investment) takes 
placeT— i s tlie EBcoretical long-t ime rate of interest. It is 
the ma^iitude toward which, as Marsh allT ays,^ the in- 
terest rat e constantly tends /" Of course, ‘‘otherTEings’’ 
inusTbe^ssumed to be * * equal/* But in the nature of the 
case other things are not and canno t be ^^^n aL As in- 
vestment takes pIace7uie~he^mcome jderived fro^m it 
makes the saving of a ny given amount constantly easier, 
tlmsIp^Q^essiv ely chang ing the c onditions of su p]^ of ne w 
capital. In addition it is inconceivable that wants and 
tastes, or even the state of the arts, should remain static 
while such an adjustment worked itself out. The theory is 
logically sound if correctly understood. It describ es c on- 
djtions u nder which the interest rate would not tend to 
change, and is of^service in preJTctlhg the Tli^^ 
ihents of the rate . But it gives iTwr^^ mcmiipte^^^ of 

the facts which must be taken into account in an actual 
prediction. Changes in the other things — especially the 
psychology ofsp^iding andTsaving (partly a matter of the 
size of income) — in the given amounts of agencies not 
freely reproducible through investment, and the develop- 
ment of technology, not to mention wars and other catas- 
trophes — do in fact comm only ej^rt cpiite ^s much in- 
fluence on the* interest rate as dbes the tendency to equilib- 
rium due to progressi ve saving and investment. '^ 

valuation. It is like gold, again, in the respect which we proceed to dis- 
cuss, that the equilibrium condition is actually an indefinite di.stance in 
the future, that new production is constant and sure, but still small in 
amount in comparison with the existing supply, and that, therefore, con- 
ditions of production have a negligible effect on value over moderate 
periods of time. 

^ Princi'ples, 6th ed., p. 536. 

® Mention should also be made of banking, speculation, and the vicis- 
situdes of foreign trade, which may completely dominate the rate for very 
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But the most serious criticism to be made of the eclectic 
th eory as it is currently presented (e.g., in Marshall) is its 
fai lure to recognize the true meaning of the equilibrium, 
and its assumption that act ual conditions at a give n time 
appr oach that sTatc . The contrary is true; the case is similar 
to that of population already discussed, but more striking 
and important. At a given moment in a society where new 
investment is taking place the rate of capitalization is the 
technical ratio of conversion of present goods into future 
income. It is the “productivity” ratio of new investment, 
the ratio between the annual value yield of the capital 
goods to be created ^ and the value of the present goods 

short periods. Passing over such phenomena as the call-loan rate and the 
relation of international transactions to the interest rate, a word should l>e 
said on the subject of the bank rate. An issue of new currency by banks 
through an expansion of loans creates a momentary new supply of capital 
and, other Lliings equal, tends to lower the interest rate. The effect is 
chiefly limited to those short-time loans in which banks mainly deal, but 
perhaps not entirely so. It is imperative to recognize, however, that in- 
flation produ(‘es its effecd through an actual saving, a diversion of income 
from present consumption to capital goods creation. The new currency 
which the bank lends to the investor is not new purchasing power from the 
standpoint of society as a whole. It is axiomatic in theory that the aggre- 
gate real value of the circulating medium is independent of the number 
of Tinits of which it is composed. When inflation occurs, therefore, pur- 
chasing power is not created, but merely transferred from the previous 
owners of ('ireulating medium to the persons into whose hands the new 
currency is placed for its first expenditure. The enormous r61e played in 
history by inflationism and the persistence of the heresy rest upon the 
fact that the effects of the expenditure of the new money are more con- 
spicuous than the diminished effects of that which already existed. It is 
another case of the familiar type, “cc quon voit et ce quon ne voit. pas.'" 

However, it is to be emphasized also, that, the psychology of business is 
fundamental in the economic process and that it is a very complex, sensi- 
tive, ev^cn treacherous thing. It will not do to draw concthisions as to 
policy from mere cause-and-effect reasoning based on any simple or reason- 
able assumptions about human behavior. Bank loans may, after all, 
create more demand for capital than they supply. But it is outside our 
plan to enter into the intricate problem of changes in business conditions 
or the business cycle. Some interesting suggestions in this field may be 
found in a series of articles on “Commercial Banking and Capital Forma- 
tion,” by H. G. Moulton and Myron W. Watkins, Joiirnal of Political 
Economy, 1018 and 1919. 

^ In real life, where uncertainty is present, it is the product generally 
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sacrificed to create them. Where the possibility of con- 
version — of saving and investment or of consuming 
capital already in existence through inadequate mainte- 
nance — exists, it cannot be otlierwise. T he psychology of 
saving an d spending c a n have no appreci able influence on 
tb^interest rate at a momen t, llicrsupply of capital is not 
for sliort |)eriods a function of the interest rate, but a fixe d 
physical faH . Changes TijT psychical attitudes may cause 
people to save (or consume) a little more or a little less, but 
the effect will be insignificant in comparison with the total 
supply and demand of capital in the society. Tl^ie rate of 
time pref erence fix es the rate at which new capital ac- 
c umulates, andnCTuen^ the rate of int^st at futu re 
times, but not at the m o ment. The possibility of conver- 
sion im})els every individual to equate h is time preference 
rate t o the existing productivity ra^^ wfiTcITT Fcan saT, b y, 
s aving more or less of his income or consuming more or je ss 
capi^ital already saved. 

~~T]ierelire no limits to the time which may be requisite 
at any moment to bring about the equilibrium adjustment, 
even assuming all other things static. Throughout the 
modem industrial period the rate of interest has been 
above the equilibrium level, social conditions being as they 
are (including human psychology, the mores, and especially 
the concentration of income in a few hands), as is proved 
by the fact that capital has constantly and rapidly accumu- 
lated. How long it would take to reach the equilibrium, if 

anticipated in the market, which may not be the same as that subse- 
quently realized in any particular case. 

The correct statement of the productivity theory as given in the text 
manifestly sidetracks the objection of Professor Fetter and the time dis- 
count school that the product of capital is not homogeneous with the 
capital, and that consequently no such ratio can exist until the capitaliza- 
tion process has been applied to the Capital itself. Before the investment 
is made the capital and its anticipated product are quite homogeneous, 
and it is in the market for capital not yet invested that the interest rate is 
determined. Capital goods once created are, of course, valued by capital- 
ization; this operation presupposes an interest rate, which is therefore in 
no wise affected by the relation between capital goods and their income. 
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the demand for capital and other things remained con- 
stant, depends on the rate at which people save corre- 
sponding to any divergence between the actunl interest rate 

in- 

crease inlncome and in the psychic cost of saving) 

and the rapidity of ojK^ration of the law of diminishing 
returns m tKe ap^^ of new capital to blE er productive 

a^hc ies e xisting m society . Historically, of course, the 
other things have been so far from equal — especially the 
demand for capital has increased so rapidly through the 
increase of population and opening-up of new natural re- 
sources — that the interest rate shows an astonishing con- 
stancy. We should note, also, that improvem ents in tech- 
nology generall y tend to economize labor an d land and 
r^ti vely Increase the demand for capital.. The co nditions 
orequilibrium we can formu late; the actual course of the 
events which are to bring about those conditions or the 
length of time they will occupy are pro bably matters , of 
pure and unfruitful speculation. Tt is quite unnecessary to 
believe that there will really be any progress toward equi- 
librium, and it goes without saying that the failure of 
such progress to occur militates against neither the logical 
soundness nor the practical utility of the theory itself. 

The abov e analysis does not refer to an interest rale in 
the ordin ary sense of the term, but merely to a capit aliza- 
t ion rate or rat io of exchange betw een present co nsump- 
tion goods and in^me property which is also th e ratio of 
productivity of investment to the inves tment '^here the 
o pportunity for investment is open . It is not clear whether 
the phenomenon of lending free capital at interest would be 
met with in a society where uncertainty was absent. The 
capital loan is an institution or device for separating the 
ownership of the value of a productive agent from the 
ownership of the concrete thing itself. The principal, if not 
the only significant motive for this separation, is the un- 
certainty as to future changes in the value of the agents. 
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all essential respects to other production costs. The dis- 
ti nction between goods relatively ^ exible and those rela- 
th^d^ inflexible in s upply and the recogi^utio of a special 
category o f income (MarshalPs **c]u asi-rent '*) for the latter 
is DossjJbly expedig pt. With uncertainty absent such a dis- 
t inction is. of course, irreleva nt. 

We must deal briefly with the remaining items in the list 
of factors assumed invariable in discussing the static state. 
The fourth wa s the distribut ion o f ow ners hip of pro ductive 
servic es. The only points to be noted here are that the 
condition affects personal powers (labor) in precisely the 
same way as f)roperty, and that the facts depend entirely 
on social institutions. It is only because we have been 
accustomed to it that we think in terms of rights to income 
from either inherited property or inherited ability. Nor is 
it any more inevitalflc that out-and-oni ownership (nearly 
unlimited right of control plus right to entire income) 
should be conferred even for his own lifetime upon an in- 
dividual who by the investment of j>resent income has 
developed productive j)owers, whether in his own person, 
or in produced capital goods, or by the discovery and 
development of natural resources.^ That we should sepa- 
rate the two categories in our thinking, taking property 
rights for granted in the case of ijiherited personal powders 
and stigmatizing the yield of inherited material goods as 
“unearned income’’ seems to be quite inexplicable. So- 
ciety will always have to find some way to encourage the 

^ It ivS noteworthy that in the hnirtli great fi( hi for the investment of 
resources, the improvement of pro<liictivt* methods through research and 
experiment (we are not including the numerical iuercase of population) 
perpetual rights to the earnings of the improvemeiit arc not conferred 
upon the person who makes the advan(*e. The individual may retain a 
monopoly on his idea as long as be can keep it secret or otherwise prevent 
its l>eing copied, hut this is usu.ally quite impraet icahle for any length of 
time. In the case of specified sorts of technical inventions, society con- 
fers and protects a temporary monopoly in the form of a patent. (In the 
United States we find a growing tendency to limit the method of exploita- 
tion of even this temporary monopoly. Witness the prohibition of tying 
contracts.) 
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development and serious, interested use of productive 
capacities of all sorts (as it may always have to recognize 
family relationships in securing continuity of control from 
one generation to another). But many other ways are con- 
ceivable for doing these things, though their practical 
availability is not a subject for discussion here. It is to be 
noted that society is now j)rogressing rapidly in the limita- 
tion of ownership, on both the control and income sides; 
more find more restrictions are being thrown around the use 
of property and the conditions under which an individual 
may agree to work, and more and more income is being 
taken through taxation for “social” purposes. 

In regard to geographical distributions — much might 
be said on this neglected topic, but sj)ac‘e and the plan of 
this work do not permit. The question of mere concentra- 
tion of i)opulation, irrespective of where it is concentrated, 
i.e., of city versus country, is far-reaching and fascinating. 
Immigration and emigration and internal migration are ob- 
viously important and intricate problems. In this field 
also we can recognize the condition of an ultimate equilib- 
rium wherein the advantages of all locations would be 
equalized; and here also i)rogress toward the theondical 
goal is slow in comparison with the interval w Inch separates 
us from it at any particular time. Changes in w^ants, and 
activities directed to change wants from motives of pri- 
vate gain, are especially important in this connection. It is 
hardly too much to say that the political as w^ell as eco- 
nomic history of x\mcrica has been dominated by real 
estate speculation and by the cheap money controversy, 
largely an offshoot from the former. The actual distribu- 
tion of population is, of course, largely determined by the 
distribution of natural productive resources and by the 
topography of the country in relation to transportation; 
partly also by mere desirability of locations for residential 
purposes. But it is interesting to observe that considera- 
tions of consumption and social motives alone would prob- 
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ably bring people together in groups of all sizes and degrees 
of compactness even in a world whose physical conditions 
were absolutely uniform. 

Static conditions include finally static technology _g jad 
knowl edge m general, and this is oii^f the most treiic her- 
o ils conctn^ts of all as a subject for scientific d iscougae* 
Activities directed to the increase of knowledge may be 
very productive, but it is too great a strain on the imagina- 
tion to try to think of their results as being predictable in a 
particular case. We have, however, an approach to pre- 
dictability in large groups; in many fields research can even 
now be carried on more or less “intelligently’’ where the 
scale of operations is sufficiently large. It seems almost 
fanciful also to speak seriously of a condition of equilibrium 
where the rewards or chances of reward from further effort 
would no longer be adequate to entice productive energy 
into this field. But it is clear that even here, in so far as re- 
sults can be foreseen, resources will be distributed so as to 
secure equality of return over the whole field of investment 
and under competition every value realized will be just 
equal to the cost incurred in creating it. In this field un- 
certainty is indeed an inevitable (‘oncomitant of progress. 
Yet tliere is an approach to predictability, a variation in 
the amount of unpredictability independent of variation 
in the amount of progress and the two factors must he 
separated in the causal analysis, for their effects are very 
different. 

This completes the list of progressive changes. In every 
case the ne cessary and sufficient condition of a perfect, 
remainderless distribution^ of th ^ product"" of industry 
among“"tIie agencies causally concerned in creating it, in 

can be ai^icipated over the period of time to^J^hich pro- 
ducers’' c^ uTat r onT reiat e7 "WESrc the results of the em- 
ployment of resources can be foreseen, competition will 
force every user of any productive resourc^e to pay all that 
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he can afford to pay, which is its net specific contribution to 
the total product of industry. No sort of change interferes 
with the no-profit adjustment if the law of the change is 
known. 



CHAPTER VI 


MINOR PREREQUISITES FOR PERFECT 
COMPETITION 

In Part Two we have attempted an analytical construction 
of a perfectly competitive society, with a view to deter- 
mining the precise meaning of the theoretical tendencies of 
a private property, free exchange organization of society, 
and especially the conditions necessary to the realization of 
those tendencies. The abstract conditions first enumerated 
in chapter iii represented in part, divergencies in degree 
only from real life, and were in part arbit rary abstractions 
from fundamental characteristics of the pecuniary or- 
ganization made for the purpose of a separate study of the 
constituent elements. Those of the latter type have been 
dealt with in chapters iv and v, and the result, up to the 
present point, is an outline picture of the essentials of a 
perfect competitive system.^ The first, rather preliminary, 
objective of the study has thus been achieved, as far as the 
author is prepared or feels it advisable to go. The second 
and more fundamental purpose is to contrast this ideal, 
}>erfcct competition with the facts of ordinary life, to ex- 
amine the limitations of the general prin(‘iples developed, 
and to inquire as to the directions in which they must be 
supplemented by detailed, empirical data before com- 
pletely applicable conclusions can be drawn. 

^ There is one important ex(‘eptkm to this statement. As observed in 
chapters i and u, the i)resenee of uncertainty in regard to individual 
events does not necessarily obstruct the workings of competition or ])re- 
vent the realization of its theoretical result in a remainderless distribut ion 
of the product of industry among the productive agents. If the uncer- 
tainty in a particular ease is measurable, it may in effect l)e eliminated by 
the grouping or clubbing of a sufficient numl>er of cases to secure cer- 
tainty in regard to the group. This point cannot be dealt with until after 
the general theory of risk and uncertainty has been presented. (See 
chapter viii.) 
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But it is not the intention to cover this field with any 
great degree of exhaustiveness. Only one of the theoretical 
simplifications is to be studied in detail, the assumi)tion of 
perfect knowledge. Part Three of the essay will be devoted 
to a discussion of the meaning and consequences of imcer- 
tainty, the incompleteness and inaccuracy of the beliefs 
and opinions upon which economic conduct is based. But 
it is desirable to have as a background some brief notice of 
the other abstracted factors. ^ 

It will readily be seen that many of the objections to the 
pure theory of distribution commented upon in chapter iv 
relate to these necessary scientific idealizations, and have 
real significance as limitations on the completeness and 
accuracy of the generalizations of theory. They are not, 
therefore, valid objections to the theory and have been 
advanced as such only l)ecause of the common failure to 
conij^rchcnd the nature of scientific reasoning, the mean- 
ing and use of general principles. This is especially ap- 
plicable to the firsl, point to be noticed, the assumption o f 
continuous variability in the magnitude of all factors dealt 
with. The question of ilie size of the ^^niarginal unit'' is 

' Specifications numbered (2) and (.'>) in cliapter m — that people are 
perfectly rational and that there is perfect intercommunication among 
them — arc clearly phases of the problem of perfect knowledge to be 
taken up in Part TJiree. In the present chapter we are concerned espe- 
cially wdth numbers (3) and (4) — formal freedom of action and perfect 
mobility, implying perfect divisibility; (C) and (7) the absence of mono- 
poly and predation. Numbers (8), (9), (]()), and (11) have already been 
considered, but some further remarks will be in place in regard to the 
first point mentioned under number (8), the relations of social as con- 
trasted W’ith individual wants. We may note here that the timelessness 
of the production process necessary to secure perfect mobility has been 
dealt w ith in one aspect in chapter iv. In addition it retards the speed of 
readjustments by holding productive forces committed to certain uses for 
an interval after it w-ould otherwise be profitable for them to change. 
But it does not affect the final results, the character of adjustment w^hen 
achieveti. Some discussion of the intermediate effects is necessary in 
connection with the study of profits, and the whole subject of “friction” 
will be gpne into after the treatment of uncertainty has cleared the way 
for a discussion of profit. 
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clearl y rela tiv e to th a t of t he flexib ility of industrial organ- 
ization, and the two must be considered together. When we 
^ve ifp the illicit procedure of funding productive agents 
into “factors ” and deal with the actual competing units on 
their own account, this problem becomes of practical sig- 
nificance and constitutes an effective limitation on the ap- 
plication of the theory. In the case of labor especially, with 
which we are here particularly concerned, the human in- 
dividual is a very effective unit; not only does he bargain 
as a unit, but he cannot practically be divided up between 
different establishments, and the range of occupations in 
which he can engage in any short interval of time is also 
very narrowly restricted. He may also be in a high and 
surprising degree unique; he does not always shade off by 
imperceptible gradations from one variety to another to 
the extent that perfect competitive imputation demands. 
His numbers (in proportion to the number of variants) 
are not nearly always so large as to make iin individual a 
negligible fraction of a group of similars.^ 

As a consequence of the appreciable dimensions of the 
natural agent, the flexibility of the economic organization 
as a whole is restricted, and the critic’isin made by Mr. J. 
A. Hobson and Professor Wieser against the productivity 
theory is true to a considerable extent in many individual 
cases. There are many productive organizations consisting 
of small numbers of rather unique agents which very effec- 
tively supplement each other and are not so effectively 
demanded elsewhere. In such a case competition does not 
afford means of distributing the entire yield of the group 
among its members; an appreciable part of it resists auto- 
matic division and remains a joint product, dependent on 

* It is not necessary that he be an infinitesimal fraction of the pro- 
ductive power of a particular establishment. The imputation process 
works itself out through the competition of establishments for the differ- 
ent agents. If a numf>er of establishments exist in which a certain type of 
agencies is on an indifference margin, the income of all similar agencies 
will be accurately determined. 
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the peculiar effectiveness of the particular organization. 
Many partnerships illustrate this point. Imputation goes 
as far as the group, giving that its proper income, but fails 
to distribute accurately within it. In case of a partnership 
this division between the members is usually made on 
ethical grounds or on the basis of “bargaining power,’" 
sheer personal force. In industry at large the sj^cial 
product of the organization above that competitively 
assigned to its components is likely to go, largely at 
least, to the entrepreneur, though bargaining power or 
the strategic situation always plays a large part in the 
proc'eedings. 

The same factors give rise to a peculiar difficulty in deal- 
i rig with the law of diminishing return s. When any agen t 
is by its physical nature or any particular circumstances 
available only in relatively large blocks, so that only a few, 
peHiaps^bnly OT uscTIn iTsIhgTe^ximp^^^ organiza- 
tion, the technological features of particular combinations 
may cause apparent exceptiopg jp Uie“law ” at somepoints; 
these may be apparent for certain sections of the curve for 
the simple reason that one element is not subject to de- 
crease and the best projiortions can he secured only by in- 
creasing the other elements. A conspicuous example is the 
case of railways r the jirincip al crucial “agent ” being the 
right of wa y. If the demand for transportation were large 
enough to require an indefinite number of tracks the curve 
would be smoothed out and would ultimately show in- 
creasing costs from the other elements in the equipment. 
So with gas or water mains, until a certain size has been 
reached, and many similar cases. The fact of limited divisi- 
bil ity is res]jonsibl e for all differences in tKe'ecohoniyTff 
operation of est^hshmehts of different s izeL The amounts 
oTcertaih ai^nci^s or elemSits irT tbe operations not being 
continuously variable, other things have to be proportioned 
to thein to get the best ratio, thus imposing restrictions on 
the size of the plant as a whole. Many, if not most, of these 
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questions of size ultimately come back to the human being 
as a relatively indivisible unit. 

Preliminary to a discussion of predatory activity, or 
acquisition which is not production, we must again refer to 
the question of the ethical implications of the productivity 
analysis. The purely causal meaning of productivity in a 
scientific explanation of economic phenomena is apt to be 
confused with social or moral issues which belong in an 
entirely different sphere. We have insisted that th e word 
“produce'’ in the sense o f the specific productivit y theory 
of Histrlblitron, is used in precisely the same way as the 
wbrd^ cause scieritiSc^ discourse in gen e ral. But the 
word “cause” itself is vague in ordinary speech, and it is 
natural that confusion should arise in regard to the eco- 
nomic synonym. For example, the socialists, with no lack 
of suggestion and justification from the loose usage of words 
by economists of non-socialistic schools, have insisted that 
all wealth is “produced” by labor. We need do no more 
than mention the names of Smith and Ricardo in this 
connection, while among contemporary writers Professor 
Taussig exemplifies the same pr actice, expressly statiiig 
that labor pr oduces all wealth, tn it niay not be enti tlcjl to 
all. ^ _ We should say that the reverse is more correct, that 
labor does not “produce” all wealth, but may be entitled 
to all, on ideal grounds. 

Inasmuch as any assertion of a cause and effect relation 
between particular events is always (as already pointed 
out) made on the ground of some special human interest or 
“bias,” there is much justification for such usage, but this 
only makes the more imperative, a clear separation from 
the “scientific,” use of causal terminology. Thus it is quite 
proper to say, in ordinary speech, that the cook “ prepares ” 
the meal, that the opening of the throttle of the locomo- 

^ Paper entitled “Outlines of a Theory of Wages,” read at the twenty- 
second annual meeting of the American Economic Association. See 
Proceedings, pp. 143-44, note. 
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tive by the engineer is the ‘‘cause” of the starting of the 
train, and that his failure to see the signal is the “cause” 
of the wreck and the deaths of the passengers. In an 
analogous way a small group of agents might for some 
purposes be credited with nearly the whole output of a 
large establishment; “other things equal,” the product de- 
pends on their cooperation. 

But it must be evident that scientific economics cann ot 
use We w^ in this sens e. The product of any 

productive service can for scientific purp oses Tie only ^at 
we^have defined it to be, that which is rea lly dejie^dent 
upon the service in question, that which can be produced 
hy^its^lTand which cannotJyei proWce J ^yuflioli Fit^ S&e 
socia l situation as it is, al lowing for the cha 
tion which would accompany its withdrawal Jrom^use. 
It w sjxiak of the “product” 

of an economic “factor,” even if we use the word “factor” 
in the possibly legitimate sense of a group of physically 
interchangeable things. The product of “labor,” “land,” 
or “(‘apital,” as aggregates, involves a still more illicit and 
meaningless use of terms. The only s]>ecific produc t w hich 
can be recognized is that of a sin gle agent as such, an in- 
dn^ual human bei ng or mach ine, or such a parc^el of land 
(or of liquid capital) as is a ctually bargaihedTor and used in 
tlie production process (a nd for perfect competition to take 
place it must be negligible in size). 

More important, however, is tlie error of attributing any 
sort of moral sigiiificanc'e to economic productivity. It is a 
physical, mechanical attribute, attaching to inanimate ob- 
jects quite as properly as to persons, and to non-moral or 
even immoral as well as virtuous activities of the latter. 

confu sion of causality with desert is an inexcusable 
blunder for winch the bourgeois psychology of m odem 
^ciety is perhaps ultimately to bl ame, t houg h productivity 
t heorists are not guiltless ^ W must guard against think- 

^ Notably Professor J. B. Clark. Cf. above, p. 109. The concessions of 
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ing of the ‘*n aturar * adjustment of the competiti ve s;^tem 
as ha\2ng agj m orarimport,"nioiigE^ course ideal 
irTtE^ scientific sense of being a condition of sta bility. To 
call it the “best possible” arrangement is merely to beg 
the question or to misuse words. The natural arrangement 
is only that under which, with the given conditions as to 
the demand and supply of goods, esi)ecially the existing dis- 
tribution of productive power, no one is under any induce- 
ment to make any change. If we pass over the question of 
how far individual wants for specific things really domi- 
nate conduct, and neglect equally the whole category of 
wants for certain social relationships and interests in other 
individuals (not absolutely dependent), and assu me i n 
addition (we shall investigate the point presently) t^t no^ 
interests are involved in any exchange e xcept thos e of thp 
^ di rect parties to Tt — tlicn the result is a mere me chan ical 
equilibrium of the pull and haul of interacting individual 
seTT-mterests . 

It is imperative that we bear in mind tha t the serpent^s 
^il is a lways i n the serpent’s mouth, that wha t the com- 
petitive system tends to give back is just what is out into it 
in the way of hum an motives and human pow ers, natural. 
acquired, or conferred, and has in itse lf no moral .attribute 
whatewrTT^ life the possession of property (or supe- 
rlSrtraimng) is supposed to represent saving or invention or 
some contribution to social progress. But it is clear that 
there is no technical (much less moral) equivalence between 
these services and the right to their entire fruits in perpetu- 
ity, and to confer it on one’s heirs and assigns forever — 
particularly when we consider the enormous element of 

Profcvssor J. M. Clark {loc. cii.) seem to me to cover only a portion of the 
ground. 1 see nothing morally ideal in a distribution according to in- 
nate personal ability — certainly not ability measured by pecuniary de- 
mand for its products, unless the rest of the human race are idealized — 
and suggest that such a distribution would yield vastly more inequality, 
misery, and despair than does the present order. Nor, in the abstract, can 
I see any connection between innate ability and moral desert. Is inherited 
ability on any better footing morally than inherited property? 



PREREQUISITES FOR PERFECT COMPETITION 181 


pure luck in all operations of this sort. The only sense and 
the only degree in which rewards for service are ethical is 
that of the necessity of paying the reward in order to get 
the service performed. From this point of view the only 
defense of most of the exis ting system is the difficulty of 
s ^gestmg a workable alte rnative. 

'wemust now turn againT)riefly to the point mentioned 
above, the extent to which outside interests not represented 
in agreements between individuals are affected by them 
(otherwise than through direct competition in the market) . 
The mere mechanical effectiveness of competitive free con- 
tract in producing a reconciliation of individual interests 
under given conditions depends largely on the answer to 
this question. Obviously, outsiders may be affected either 
advantageously or disadvantageously. In the former case 
voluntary agreements will not be carried far enough to 
secure maximum social (total individual) advantage, while 
in the latter case they will be carried too far. These facts 
form the most important source of the need for social in- 
terference. Many services, such as communication and 
education, not to mention the administration of justice, 
confer a general benefit on the community in addition to the 
special benefit to the individual, and must be encouraged 
by bounties or actually taken over and performed by pub- 
lic agencies or they will not be developed to the point of 
maximum benefit. The most familiar illustrations of the 
opposite case in our society relate to the use of land for 
purposes which damage the neighborhood, or are thought 
to do so. It is perhaps of nearly equal importance that im- 
provements on land and industrial developments generally 
may benefit neighboring property, and might be made 
much more readily and in ways involving less injustice if 
there were some practicable way of assessing these benefits. 
This is notably true of public and quasi-public works, 
which effect enormous uncompensated transfers of values. 
It may be doubted whether in fact any agreement between 
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individuals is ever made which does not affect for good or 
ill many persons other than the immediate parties, and a 
large proportion have wide ramifications over “society.” 

In this brief sketch we can only mention and insist on the 
fundamental importance of the fact that a large part of 
what men want relates directly to other members of society. 
Man is, after all, zoon politikon and quite on a par with his 
personal needs are all sorts of interests in furthering the 
plans of people whom he likes and, always relatively and 
generally absolutely, obstructing those of others, in a wide 
scale of gradations down to Thackeray's “ 'e’s a furriner; 
’eave a 'arf a brick at ’im!” or, “kill the nigger!” The 
relative importance of other-regarding motives and de- 
sires, directed not to material things, but to forms of social 
relationshif)s, is sure to be underestimated by any one 
treating economic phenomena in a “scientific” way. 

The extreme phase of the problem of the moral character 
of the economic system relates to positively predatory 
activity. Davenport, following Veblen, has stressed the 
contrast between (private) acquisition and (social) pro- 
duction, making much of the hiring of sluggers, assassins, 
and incendiaries as part of the demand for labor, the pro- 
ductivity of burglars and their implements, and the like. 
It is not really very difficult in most cases for one who is 
disposed to do so to distinguish between theft or brigandage 
and free contract, and perhaps all that is needful to say of 
them in treating the theory of contractual organization is 
that they are obviously outside of it. A large part of the 
critics’ strictures on the existing system come down to pro- 
tests against the mdividual wanting what he wants in- 
stead of what is good for him, of which the critic is to be 
the judge; and the critic does not feel himself called upon 
even to outline any standards other than his own prefer- 
ences upon a basis of which judgment is to be passed. It 
would be well for the progress of science if we had less 
of this sort of thing and more serious effort to formulate 
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standards and to determine the conditions under which 
free contract does or does not promote individual interests 
harmoniously and realize social ideals. In addition it is 
most desirable that some attempt be made to separate the 
evils for which the form of organization is more or less 
reasonably blamable from those which are inherent in 
nature and human nature, or in organization as such, ir- 
respective of its form, and to keep the question in view, in 
criticizing the exchange system, of whether any other con- 
ceivable system would offer any possible chance for change 
or improvement.^ 

^ See Davenport, Economics of Enterprise^ chap, ix, especially p. 127; 
and cf. L. 11. Haney, *‘The Social Point of View,” Quarterly Journal of 
Economics^ vol, xxviii, pp. 319-21. 

Thou?,di the case of the pickpocket offers no real difficulty and is not 
likely to be taken .scriou.sly, there are many cases where standards of pro- 
ductivity are very hard to define. Gambling, for example, is definitely 
ambiguous. If the men who gamble know what they are about, play for 
fun, at a game which is “fair,” and do not risk more than they can afford 
to pay for the excitement, 1 should say that the gains of the banker rep- 
resent product. If all are interest(id in winning only, and play f>eeause 
they expect to win, 1 suppose the operation is unproductive, and produces 
a transfer, not a production of wcfdth. It will doubtless be conceded that 
there is such a thing as a transfer of wealth, distinguishable from pro- 
duction, or else receiving gifts must also be classed as productive 
work! 

Other cases are more difficult still, since no clear line can be drawn 
between being tricked and gratifying a perverted taste. The difficulty is 
the ultimate imjmssibility of .saying what one “really” w^ants. In cases 
where each knows wdiat he is getting and w'hat he is giving — no “compul- 
sion” (artificial manipulation of alternative.s) being present — and 
actually gets the means of satisfying his actual want, we must hold that 
the operation is a production of utility in the economic sense. But what 
we may call “crude” fraud must be cla.s.sed outside of exchange relations 
along wdth forced transfers. The man who sells whi.skey, patent medicine, 
corrupt literature or art, etc., to people who w ant them and are willing to 
pay for them is productive; but one w ho sells gilded chunks of lead to un- 
suspecting ru.stics for gold bricks clearly is not. If the buyer l^e in a 
position wffiere it never can make any difference wdiether the metal is lead 
or gold and never could find out which it is, the action is hard to cla.ssify, 
but we must consider that he could have had what he got for vastly less 
money, if hj^ had known. Is the buyer of an imitation jewel or antique for 
a genuine, and who never knows the difference, really cheated.? And sup- 
pose the purchaser of Liquozone or Peruna is really cured of his (real or 
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There is a close conn ection between the mo ral aspect of 
the economic order and the problem of monopoly. This 
subject Ts oF especial importance in the theory of profit, 
since profit has often been ascribed wholly or in part to 
monopoly gain, as already noticed in the case of Mac vane 
and the Clark School. “Monopoly” is a word used to 
cover things which for present purposes must be kept dis- 
tinct, and its meaning must first be made clear. Monopoly 
is usual ly defined as the control of the supply jof a C 2 ^n- 
modity. A common Inil disastrous error is the confusion of 
controT with natural limitation of supply. We need not 
pause longer than to characterize as a serious misuse of 
words the denomination of land rent, for example, as a 
monopoly income. Even J. S. Mill fell into the error of 
defining monopoly as limitation, and it is exemplified in its 
extreme form by Mr. F. B. FLwIey, who virtually calls all 
income due to the “scarcity” of any productive resource a 
monopoly return. Now, as all income, from the dis^ibutive 
s tandpoint, is d eomdent on the scaTci't^oT the a^jents 
which produce it, and all in exactly the same way, the 
meainn^ssnSs a dScriptidh is7ippare nt. And of 

course the same applies to “scarcity income” in general, 
whether called monopoly gain or not. There is under free 
competition no other sort of income, qualitatively or 
quantitatively, and the designation neither distinguishes or 
in any significant way describes anything. 

imaginary) ailment! And suppose he is not! Was it the medicine, or a 
cure, that he really bought? 

We are carried back to the already oft-reiterated observation that any 
scientific thinking about conduct presupposes that wants are given en- 
tities, and that exchange organization of the satisfaction of wants pre- 
supposes that their character is known. Capricious and experimental con- 
duct are not amenable to scientific treatment (unless subject to prediction 
in large groups, a c^se which we have postponed for later consideration) . 
In the language of abstract logic, a must remain a throughout the dis- 
cussion. This it can do either by remaining sensibly unchanged or by 
changing in accordance with a known law. The last alternative reverts to 
the first, since such a change can be thought of only as an expression of 
an inner, unchanging attribute of the thing changing. 
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It is no part of our present purpose to go into an ex- 
haustive discussion of monopoly, and we may pass over the 
ordinary type of the phenomenon very briefly. In its 
original meaning the word signified an exclusive right to 
produce or sell a certain commodity, and was essentially a 
legal concept. The “legiUmate” representative of th^type 
in modern industry is the pate nted artic le for consumption 
— 02 ^ J>a^^ited PjTodudti^^^ (including machines, 

etc.), which will be considered later. Monopoly may also be 
based on mere financial power, on the threat of local under- 
selling, boycott, and other forms of “unfair competition”; 
this amounts in effect to a voice in the control of property 
owned by others or their persons as well; that is, to part 
ownership. IVee competition, of course, involves Uie com- 
plete, separate ownSFslTip' “bT“el^ry' pf ve age nt_p r 
naXuraTiIm U"^ exploitation of every one in a way ,to 
secure its maximum value yield._ Any sort of violent inter- 
f erenc e wltK^oi^ mamTestly contradicts this as- 

sumjgtion and may f)e rou ^ dy desifflateHlndnopoly . 

In the same category of nonopoly (controTora consump- 
tion good) we may place two other varieties significant in 
the modem economic worlBT The first is the “corner,” in 
w^hich only a temporary control is secured, amounting in 
reSKy to control over tlie time of marketing of an existing 
stock not subject to rapid increase at the moment by fur- 
ther production. The other is the use of tr ademarks, tra de 
names, advertising SEgans, etc., anTwe may include the 
services of professional men with established reputations 
(whatever their real foundation). The buyer being the 
judge of his own wants, if the name makes a difference to 
him it constitutes a peculiarity in the commodity, however 
similar it may be in physical properties to competing w'ares. 
And the difference from physically equivalent goods may be 
very real, in the way of confidence in what one is getting. 
Such goods are then commodities whose supply is controlled 
by the producer, and competition with other makes or 
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brands is a case of substitution of more or less similar 
goods, such as a monopolist always has to take into ac- 
coimt. 

A monopoly, of the category described, is evidently 
“productive” in the economic or mechanical causality 
sense. It may be viewed either as a separate productive 
element, in which case it is property in perfectly good 
business standing, and may Ije exchanged for other prop- 
erty on ah income basis. Allowance will be made for the 
security of the income, but this allowance is perhaps as 
likely to be in favor of the monopoly as against it. Or we 
may take the view that the monopoly of a consumption 
good confers superior productivity on the agencies pro- 
ducing it, above physically identical agencies in other uses. 
As long as these are debarred in any way from producing 
the monopolized good the effect is the same as that of a 
physical incapacity to do so, and they are, like the branded 
article, economically differentiated, however similar physi- 
cally. If the monopol y is of the cha racter of a patent ^ and 

freely salable separately^ frpj^^ tlie 

goods, it is better to treat it as a productive agency on its 


account. 

AgaIilx.monopoly may consist in the exclusive control of 
the supply of sorngg^^ defined as 

a gr oup of i nterchangeable units . The only incentive to 
obtain such a monopoly is the desire to secure one of the 
former type, the power to restrict the supply of some con- 
sumption good. The c ontrol of any type o f pr oductive 
agent, of course, giv es controToTtlie supjil^ror co mmodities 
whose^ production is dep end^t on the use of tfa ^ 
t Eroiigli tE? power to withhold the agent from u se alto- 
gether orres^ctJtsjiseJnjyhejaayn^^ 
corn modity while leaving its employment in othe r uses free. 
WEiSher the monopolist produces these goods himseff or 
leases his monopolized agency to others, he can secure the 
entire increase in the net revenue from the final commodity 
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as a rent on the restricted and restricting agency. It is evi- 
dent in this case also that the restriction on the use of the 
agency, whatever its basis, is equivalent in effect to a phy- 
sical peculiarity, and that the causal productivity of the 
agency is increased by its limitation in the same way as if 
part of it had gone out of existence or undergone some in- 
capacitating change. Nor should it be necessary to insist 
again on the separation of the causality aspect of the case 
from the question of social policy. 

A somewhat different case is the e xclusive control oi[ a 
p eculiarly effective method or sy stem of organizati^ of 
pr oductio n. The question of the producti\aty m a special 
process protected by patent or kept secret is a diflScult one. 
Treatment of it in economic literature varies from that of 
Lavergne,^ wtio insists that the idee productrice is an in- 
dependent factor, always present along with land, labor, 
and capital, to that of A. S. Johnson, who contends that an 
idea or method cannot be regarded as productive because it 
is the nature of an idea to multiply itself indefinitely.^ Here, 
again, the crucial test can only be the facts in the case. 
Does the method or idea get product imputed to it? This 
is largely a question of whether it is salable and so takes on 
capital value. If so, it is productive in the sense of economic 
causality. If it is not salable it wall represent an clement 
in the productivity of its possessor and its yield wall accrue 
to him in the form of a wage. The moral question, whether 
it ‘‘ought” to be a source of income, is of course another 
matter. It seems evident ^ on the one hand that the highest 
social advantage would require the most rapid and general 
extension of the use of the best methods, and it is of signif- 
icance that this can theoretically be done nearly without 

^ Bertrand Laverj^ne, TMorie dcs marches Economiques. Paris, 1910. 

2 Rent in Modern Economic Theory ^ p. 120, note. 

* Supposing llie desideratum to be the greatest possible consumption 
of coraracMlities. Supposing it to be maximum happiness, the case is not 
so clear, while the question of maximum “welfare” involves us in still 
greater uncertainty. 
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cost. On the other hand, it is equally evident that both 
justice and expediency demand a fair reward for the 
origination of better ways of doing things. It would seem 
to be a matter of political development to provide a better 
way of rewarding these services than even a temporary 
monopoly of their use; but this inquiry belongs in the 
theory of progress, and as a question of social policy is out- 
side the scope of the present study. 

We must again insist, however, that the method must be 
recognized as being productive, or as conferring superior 
productivity on the agencies employed in connection wdth 
it.^ An arbitrary restriction is again causally equivalent to 
physical limitation. The method or idea is merely less pro- 
ductive of goods (and more productive of exchange value) 
than it would be if its use were unrestricted. The same 
paradox holds for any productive good; if multiplied indefi- 
nitely it would yield more goods in physical units, but have 
no value at all. The only difference in the case of a method 
of production is that it can be multiplied indefinitely 
without much cost (after once worked out), an important 
distinction from the standpoint of social policy (perhaps), 
but not significant from the standpoint of a cause and 
effect explanation of things. And we must again insist that 
the danger of reasoning about social totals of exchange 
value, and still more the extreme treachery of all reason- 
ing about human welfare in terms of any such concept as 
economic utility, be borne in mind in attempting to reach 
conclusions as to social policy. “ 

^ There is a danger in over-emphasizing the difference between these 
two views of productivity. Remembering that all production is joint, it 
is clear that any separate productivity of a particular agency means ul- 
timately superior productivity conferred upon others used in connection 
with it. 

* It seems in place to remark that a confusion is involved in laying 
down “appropriability” or what might be called competitive self- 
assertion, as a condition of economic jiroductivity. Productivity is a 
matter of limitation. If an agency is limited relatively to the need for its 
use, it must be appropriated by some one, to be administered, to decide 
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The position taken above, t hat monopoly is productive , 
is in opposition to the doct rine of Professor J. lB Olark a^ 
Kis Tollowirs that the monopolist merely appropriates pr od - 
uH^'^ci^ated "by other ag en^ . T5ut wben monopoly income 
is said^to be “diverted from its real producers,"’^ or is 
called “exploitative,” in the sense that it “is not secured 
by the agent that creates it,”^ the words “create” and 
“produce” are not used in their correct (causal) meaning. 
Monopoly is impossible except on the basis of some control 
over an elemStessential in the producLioiruf a cummottity, 
ahT^tRe^extra^pFoduct T^nglitly Tmpu^^ 
element, oFrdlEe condition which ma k^s~g6titror possib le, 
inseparable from the rest of the situation. 

Monopoly of produc^Ive agencies has hitherto been of 
restricted importance in actual affairs, for several reasons. 
Most productive resources are specialized only to a limited 
extent, and are subject to effective competition from a 
wide range of substitutes. And in the hithert,o undeveloped 
and rapidly changing condition of the world, most agencies, 
even of the most specialized types, have been rapidly and 
irregularly increasing in supply through new discoveries, 
and open to deliberate increase through moderate expend- 
itures in exploration and development work. Finally, the 

who is to have the use of it and who is to do without. And any productiv- 
ity conferred on an object by appropriation roust come through and in 
connection with restriction on its use. Thus Professor Young {Outlines 
of Economics, by R. T. Ely and others, ed. of 1908, pp. 555-50) contends 
that the Strait of Gibraltar would be productive wealth if the British 
Government were to charge for its use. But they could not charge for its 
use without reducing its volume; it would be a case of monopoly merely. 
This and several other confusions are involved in Vebleii's contention 
(on the “Nature of Capital/’ Quarterly Journal of Economics, vol. xxii, 
pp. 917 ff., and vol. xxiii, pp. 104 ff.) that the world’s stock of knowledge 
is its most important “capital,” which is without value merely because 
not privately exploited. It could be exploited only by having its use re- 
stricted; i.e., by monopoly. The notion that capital is significant as 
limiting access to the world fund of technical knowledge is absurd, for the 
reason, already noted, that production is joint, and the productivity of 
anything may be viewed as a productivity conferred on other things. 

‘ Willett. ® Johnson, pp. 106, 107. 
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technique of the large-scale organization requisite to secure 
unified control has been crude and imperfect, while the op- 
position of public opinion has been increasing in force. It is 
of some interest to inquire into the implications of abso- 
lutely free competition in this regard. 

With perfect intercommunication it would seem that the 
assumed absence of collusion is very improbable, as or- 
ganization costs would naturally tend to a low level. Under 
static conditions (with the existing stocks of all agencies 
fixed and known), a gi-eat development of monopoly would 
apparently be inevitable. It is not unreasonable to suppose 
even that in the absence of orgimizcd social interference 
conditions would approach the result contended for by the 
Marxian socialists, monopoly universal, or at least preva- 
lent to an extent involving the complete breakdown of the 
competitive system of organization. 

A further consideration, which goes back to the require- 
ment of negligible size in the marginal unit as a condition 
of effective competition, tends to reinforce this view. In 
the ordinary sense of monopoly, concrmtration of control 
is not profitaV)le unless it is nearly complete. But with 
organization costs absent or small, there might be a con- 
tinuous incentive to increase the size of the bargaining 
unit. It is true, as some objectors to the productivity the- 
ory of distribution contend, that as the bargaining unit is 
larger the product theoretically dependent upon it is larger 
in greater ratio, and this fact affords a small incentive to 
combine even on a very small scale, and to increase the 
size of the unit without limit. The extra remuneration of 
the block over what it could obtain if its constituent units 
bargained separately would come out of the shares of the 
other agents used in connection with the one affected, not 
out of increased payments extorted from consumers as in 
case of monopoly. 

The argument may be shown graphically by recourse to 
the ** dosing method"' of explain ing speoBc ^roduc^ ^ 
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made familiar by Professor J. B. Clark. There is no fallacy 
in this analysis if by a “factor” of production we mean 
merely a group of physically interchangeable things, and 
not a sort of labor or capital pulp obtained by putting 
things of all degrees of heterogeneity tlu-ough the mill of 
the competitive process itself and reducing them to value 
productivity units. We must also remember that the 
method is a logical device purely, and in no sense repre- 
sents the process by which j^roductive services actually get 
evaluated. If, tlien, we imagine a static society, and fix 
our attention upon such a group of competing agents, it will 
be seen that the different units or members composing it 
may be regarded as placed along the descending curve of 
dm^ishiixg .prQ.duQtiY the familiar diagram. The 

curve, like that of diminishing utility and diminishing 
demand price, ^ is purely hypothetical ; the ordinate of each 
point merely shows what would be the productivity of each 
unit in the series if the total number were reduced to that 
indicated by the corresponding abscissa and production 
reorganized along “natural” lines. It does not indicate 
differences in productivity, or anyfhmg else, at the moment. 
We also pass over the fact that it is impossible to construct 
such a curve except for a very limited range in the region of 
known conditions and that any considerable extension of it 
(for an important productive service) soon carries us into 
the realm of pure fantasy. 

But ignoring the difficulties and Imagining the curve 
drawn, it is obvious that under theoretical imputation each 
member of any such group of comj>eting agents will get 
what is directly dependent upon that which occupies the 
least important position, which is all that is ultimately 
“dej^endent” upon any one. But if two or more such 
agents combine so as to compete as a miit instead of sepa- 
r aIel3^Th ey ca^^^ geUUfe Total pfod ii(!it of t hat number o f 
units at -the lower end of the series, which is more than 


^ Cf. chapter m. 
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their sepa rate *"margin ar* products. Therefore, under 
perfect coinpetTnoni^lTtei/ toill combine and b argain a s a 
unit ; and th e same inc entiv^ ^^r urge them to keep j^n 
combining until a monopoly results. 

”"TEesituation is easily understood from the conventional 
diagram. If the curve CD represents the relative importance 
of successive agents of a series, or units of some really fund- 
ee able agent, then under per- 

feet competition every unit 
will get the product DE, 
X. and a certain group E^E 

^ will get FDE'E, If now 

D these EE' units comhme 

so as to Tecorne mar^nal 

L_i__ as a^^duf)^~tB^‘’daSr get 

^ i nstead" 7) 

D'DF over t he former arra n ge ment . The owner of the group 
can prevent the substitution of a (marginal) unit outside 
the group for any unit in it, and so cause a larger prod- 
uct to be dependent on the employment of the group than 
the aggregate marginal products of its members. Similar 
agencies outside the combination will only get the wage DE^ 
and the surplus income received by our consolidated blo ck 
will co me out of the shares of t he agencies with which iLis 
comb ined^ not blir^ a n increas^m the price of the prod- 
uct Jnjjonsuniejis. The employers of the “block” use no 
more nor less of the agency than before iind make no more 
nor less product; hence they must sell the same supply at 
the same price. B ut the other agencies are forced tak e 
l ess for their services because the block cannot be replaced 
a unit at a time from the margin, but olHy^h y aiT eq^ 
number of marginal units at once, a transfer which will 


raise t heir price all along the line . O nly “frict ion ” (human 
limitations) ^events this in actual society, the “dimini sh- 
in g returns of entrepreneurship . ” 

It need not be remarked that this process would not go 
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far in fact until something would have to be done to stop 
it. There does seem to be a certain Hegelian self-contra- 
dict[on in the idea of theoretically perfecd^ c mij^ 
ally As to what the end would be, it is fruitless to speculate, 
but it would have to be some arbitrary system of distribu- 
tion under some sort of social control, doubtless based on 
ethics or political power or brute force, according to the 
circumstances — providing that society or somebody in it 
had suflicient intelligence and power to prevent a reversion 
to the helium omnium contra omnes. Competitive industry 
i s or h itherto has been saved by the fact that the human 
indi viduSTTias been wiel Jing 

to own' a^^hTagtTnnJcEThbrF^^^ 
ai ded by legal ajic IlirprinT esIjra^^ a s a whole c^an 

sa fely permit him to possess. How long this beneficent 
limitation carn^e counted upon to play its saving role may 
in the light of current business development occasion some 
doul)t. With this subject we are not here particularly con- 
cerned, but it has seemed worth while to point out, in con- 
nection with the discussion of an ideal system of perfect 
competition, that such a system is inherently self-defeat- 
ing and could not exist in the real world . Perfec t competi- 
tion implies conditions, especially as to the presence of 
humaiTTimita^ would at the same time facilitate 

monopoly, make organization Hirough Tre^T^onttaCt Jtli- 
po£sTl)Te, and force air author itarian system u pon society.^ 

^ In addition to the incentives to combination afforded by the gains 
through increase in the size of the bargaining unit, another tendency 
might work in the same direction. In many cases it might be profitable 
for the owner of a considerable block, though not the whole supply of an 
important productive service, to restrict its use and so increase the value 
of the product. Whether the owner of a part of a supply can gain by with- 
holding some of that i)art from use will depend upon the fraction of the 
sui)ply which he holds and on the flexibility of the supply obtainable from 
competing sources and the elasticity of the demand for the product. In 
view of the fact that practically every business is a partial monopoly, it 
is remarkable that the theoretical treatment of economics has related so 
exclusively to complete monopoly and perfect competition. 

Attention may be directed to another tendency fatal to free competition 
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In connection with the meaning of productivity it is of 
interest to raise the question of the economic value of the 
State. What would be the effect upon our economic life if 
society as such, acting through the political organization, 
should assert itself as an economic individual and charge 
“what the traffic will })ear“ for its own service? Obviously 
the Government has a monopoly on an absolutely indis- 
pensable commodity. Business could not be carried on at 
all wutHout the protection of property ahcrenTdrceinent of 
contract. Into tins interesting, but intricate, question it 
is impossible to enter at length here, but it appears that 
what the G overnment couldj^ke, its economic product's 
hardl y l imited.^ The writer is much more opitimistic as to 
the ^ossjbjijties of a, dr astic p ro gram of taxation for se cur- 
ing a greater degree of eoniomic equality than over most 
proposals for social, inte rference in^contractuaT rel atio ns, ^ 

under theoretical conditions. This is the mailer of llie inflation of credit. 
With all forms of friction eliminated there would seem to be hardly a 
limit to the substitution of creditfor any sort of eommodit yas a medium of 
exchange and a slat)le value-standard would apparently be impossible to 
establish. 

^ Concerning the “economic surjdus" of which much has been made 
by some writers, notably Hobson, the remark made above (page 188 n.) 
is applicable. The payment necessary to secure the performance of any 
service depends on how much of that service is desired. The question is 
much complicated by human mortality and the fact of inheritance, but 
in general there are no surpluses available without reducing the volume 
of the service. This will not be true of monopolized or highly specialized 
agencies, and there are, no doubt, many remunerations which are too 
high absolutely and which if reduced would positively increase the vol- 
ume of the services for which they are paid. 



PART III 

IMPERFECT COMPETITION THROUGH 
RISK AND UNCERTAINTY 




CHAPTER VII 

THE MEANESTG OF RISK AND UNCERTAINTY 


Starting with the individual psychology of valuation and 
adding new factors step by step, we have now built up a 
competitive industrial society involving valuation and dis- 
tribution under the highly simplified conditions necessary 
to perfect competition. The drastic assumptions made 
were necessary to show the operation of the forces at work 
free from all disturbing influences; and impossible as the 
presuppositions have been, the principles involved have 
not been fiilsified or changed, but merely exhibited in 
purity and isolation. Chief among the simplifications of 
reality prerequisite to the achievement of perfect com- 
petition is, as has been emphasized all along, the assump - 
tion of practical ornmsc^ence on the part of every member 
of the competitive system. iTie task C)f the present chapter 
is to inquire more fully into the meaning of this assump- 
tion. We must take a brief excursion into the held of the 


theory of knowledge find clarify our ideas as to its nature 
and limitations, and the relation between knowledge and 
behavior. On the basis of the insight thus gained, it will 
be possible to illuminate that large group of economic 
phenomena which are connected with the imperfection of 
know^ledge. 

The problem may be set in view and its significance 
made clear by recalling certain points already brought out 
in the previous discussion. In chapter ii it was pointed oi^ 


that the failure of competition and the emergence of pr ofit 
are connected with changes in economic conditions, but 


that the connection is indirect. For profit arises from the 


fact that entreprene urs contract for productive servicesjn 
(Xi Hi fixed Fate¥, and realize upon their use by the 
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sale of th e product in the market after it is made. Thus 
the competition for productive services is based upon an- 
ticipations . The prices of the^ product ive se^ bcmg 
the costs of production, changes in conditions give rise to 
profit by upsetting anticipations and producing a divergence 
between costs and selling price, which would otherwise be 
equalized by competition. If all changes were to take 
place in accordance with invariable and universally known 
laws, they could be foreseen for an indefinite period in ad- 
vance of their occurrence, and would not upset the perfect 
apportionment of product values among the contributing 
agencies, and profit (or loss) would not arise. Hence it is 
our i mperfect knowledge of the futur e, a conscguencejof 
chapg e, not change as such, which i s crucial forthe unde r- 
s tanding of our proble m . 

Again, in chapters iii and iv, it was found necessary to 
assume static conditions in order to realize perfect com- 
petition. But, as expressly stated, this assumption was 
made because it follows from it as a corollary that the 
future will be foreknown, and not for the sake of the prop- 
osition itself. It is conceivable that all changes might take 
place in accordance with known laws, and in fact very 
many changes do occur with sufficient regularity to be 
practically predictable in large measure. Hence the justi- 
fication and the necessity for separating in our study the 
effects of change from the effects of ignorance of the future. 
And chapter v was devoted to a study of the effects of 
change as such with uncertainty absent. Here it was found 
that under such conditions di stribution or the imputation 
of product values to production"sgr;rK^s^m aIwaWT)e 
perfect and exhaustive and profit abse nt. 

Furthermore, as also argued m chapter ii, it is unneces- 
sary to perfect, profitless imputation that particular occur- 
rences be foreseeable, if only all the alternative x^ossibilities 
are known and the probability of the occurrence of each 
can be accurately ascertained. Even though the business 
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The first datum for the study of knowledge and behavior 
is the fact of consciousness itself. Apparently the higher 
mental o|ierations of reason are different only in degree, 
only elaborations of what is inherent in the first spark of 
“awareness.'’ The essence of mentality from a functional 
standpoint seems to be its forward-looking character. Life 
has been described as internal adaptations to external 
coexistences and sequences. On the vegetable or uncon- 
scious plane, the internal changes are simultaneous with 
the external. The fundamental diff‘ercnc*e in the case of 
animal or conscious life is that it can react to a situation 
before that situation materializes; it can “see things com- 
ing.” This is what the whole complicated mechanism of 
the nervous system is “for,” in the biological sense. The 
readjustments by which the organism adapts itself to the 
environment retpjirc time, and the farther ahead the or- 
ganism can “see,” the more adequately it can adapt itself, 
the more fully and competently it can live. 

been recognized and discussed in three connections: (1) insurance; (2) 
speculation; and (fl) entrepreneurship. For a full treatment of the last- 
named it is necessary to go to the German works cited in the historical 
portion of this study. English economies has been loo exclusively oc- 
cupied with long-time tendencies or with “static” economics to give 
adequate attention to this problem. For a very general discussion of un- 
certainty see, in addition to works already cited, Ross, Uncertainty as a 
Factor in Production, Annals, American Academy, vol. viii, pp. 304 ff. 
Sec also T^eslie, T. E. (^iffe, “The Known and the Unknown in the 
Economic World,” Essays in Political Economy, pp. 221-42; Lavington, 
F., “Uncertainty in its Relation to the Rate of Interest,” in Economic 
Journal, vol. xxii, pp. 398-409; and “The Social Interest in Speculation,” 
ibid., vol. XXIII, pp. 30-52; Figou, A. C., Wealth and Welfare, part v; 
Haynes, John, “Risk as an Economic Factor,” Quarterly Journal of 
Economics, July, 1895. 

In this superficial sketch of the theory of knowledge it has not seemed 
important to give extended reference to philosophic literature. It will be 
evident that the doctrine expounded is a functional or pragmatic view, 
with some reservations. By way of further “reservation” we should 
point out that the tone of the discussion merely results from the fact 
that it is the function of consciousness and knowledge in relation to con- 
duct that we are interested in, for present purposes, and the text must not 
be taken as expressing any view whatevei' as to the ultimate nature of 
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Just what consciousness as such has to do with it is a 
mystery which will doubtless remain inscrutable.^ It is a 
mere brute fact that wherever we find complicated adapta- 
tions we find consciousness, or at least are compelled to 
infer it. Science can find no place for it, and no role for it 
to perform in the causal sequence. It is epiijlienomenal. An 
explanation of the readjustment necessarily runs in terms of 
stimulus and reaction, in this temporal order. Yet in our 
own experieric^e we know that we do not react to the past 
stimulus, but to the “image” of a future state of affairs; 
and for common sense, consciousness, the “image,” is both 
present and operative wherever adaptations are dissociated 
from any immediate stimulus; i.e., are “spontaneous” and 
forward-looking. It is evident that all organic reactions 
relate to future situations, farther in the future as the type 
of life and activity is “higher.” However successful mech- 
anistic science may be in explaining the reaction in terms 
of a past cause, it will still be irresistibly convenient for 
common sense to think of it as prompted by a future situa- 
tion present to consciousness. The role of consciousness is 
to give the organism this “knowledge” of the future. For 
all we can see or for all that science can ever tell us, we 
might just as well have been unconscious automata, but 
we are not. At least the person speaking is not, and he 
cannot help attributing to other creatures similarly con- 
stituted and behaving in the same way with himself “in- 
sides,” to use Descartes’ picturesque term, like his own. 
We perceive the world before we react to it, and we react 
not to what we perceive, but always to what we infer. 

The universal form of conscious behavior is thus action 
designed to change a future situation inferred from a 

reality or any other philosophic position. The writer is in fact a radical 
empiricist in logic, which is to say, as far as theoretical reasoning is con- 
cerned, an agnostic on all questions beyond the fairly immediate facts of 
experience. 

^ See the ^rilliant lectures of E. DuBois-Raymond, “ Uber die Grenzen 
des Naturerkennens” and “Die sieben Weltratsel.” 
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present one. It involves perception and, in addition, 
twofold inference. We must infer what the future situation 
would have been without our interference, and what change 
will be wrought in it by our action. Fortunately or unfor- 
tunately, none of these processes is infallible, or indeed 
ever accurate and complete. We do not perceive the pres- 
ent as it is and in its totality, nor do we infer the future 
from the present with any high degree of dependability, 
nor yet do we accurately know the conse(iuences of our own 
actions. In addition, there is sl fourth source of error to 
be taken into account, for we do not execute actions in 
the precise form in which they are imaged and willed. 
The presence of error in these proc^esses is perhaps a phase 
of the fundamental mystery of the processes themselves. It 
seems to be an earnest of their non-mechanical character, 
for machines, generally speaking, do not make mistakes. 
(Though it may not be legitimate to draw inferenc^es from 
the crude machines of our own construction to the infinitely 
more sensitive and intricate physico-chemical complexes 
which make up organic systems.) In any case the fact of 
liability to err is painfully familiar and is all that conc‘erns 
us here. It is interesting to note that the perceptive 
faculties seem often to be less acute and dependable in the 
higher forms of life than in some of the lower. At least 
civilized man is often weak in this respect in comparison 
with primitive man and the higher animals. Higher powers 
of inference may take the plac'e of perceptive faculties to a 
large extent, and we have undoubtedly developed reasoning 
power and lost ground with respect to keenness of sense. 

It must be recognized further that no sharp distinction 
can be drawn between perception and reason. Our per- 
ceptive faculties are highly educated and sophisticated, 
and what is present to consciousness in the simplest situa- 
tion is more the product of inference, more an imaginative 
construct than a direct communication from the nerve 
terminal organs. A rational animal differs from a merely 
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conscious one in degree only; it is more conscious. It is im- 
material whether we say that it infers more or perceives 
more. Scientifically we can analyze the mental content into 
sense data and imagination data, but the difference hardly 
exists for consciousness itself, at least in its practical as- 
pects. Even in “thought’’ in the narrow sense, when the 
object of reflection is not present to sense at all, the expe- 
rience itself is substantially the same. The function of con- 
sciousness is to infer, and all consciousness is largely in- 
ferential, rational. By which, again, we mean that things 
not present to sense are operative in directing behavior, that 
reason, and all consciousness, is forward-looking; and an 
essential element in the phenomena is its lack of automatic 
mechanical accuracy, its liability to error. 

The statement that a situation not in physical relations 
with an organism, not even in existence, influences that 
organism, is of course in a sense figurative; the influence 
is indirect, opercating through a situation with which the 
organism is in contact at the moment. Hence, as already 
pointed out, it is always theoretically possible to ignore the 
form of the conscious relation, and interpret the reaction 
as a mechanical effect of the cause actually present. But 
it remains true that practically we must regard the situa- 
tion present to consciousness, not the one physically 
present, as the controlling cause. In spite of rash state- 
ments by over-ardent devotees of the new science of “ be- 
havior,” it is preposterous to suppose that it will ever 
supersede psychology (which is something very different) 
or the theory of knowledge, in something like their historic 
forms. 

It is evident that the possibility of a situation not pres- 
ent, operating through one which is present, is conditioned 
upon some sort of dependable relation between tlie tw^o. 
This postulate of all knowledge and thought has been 
variously formulated as the “law” or “principle” of “cau- 
sality,” and “uniformity” or “regularity” of nature, etc. 
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Remembering that we are speaking of the surface facts, 
not metaphysical interpretations, we may say that all 
reasoning rests on the principle of analogy. We know the 
absent from the present, the future from the now, by as- 
suming that connections or associations among phenom- 
ena which have been valid will be so; we judge the future 
by the past. Experience has taught us that certain time 
and space relations subsist among phenomena in a degree 
to be depended upon. This dogma of uniformity of coex- 
istence and sequence among phenomena is a fairly satis- 
factory statement of the postulate of thought and forward- 
looking action from the standpoint of the philosopher. 
But from the more superficial standpoint of common 
sense (and hence of an inquiry such as the present) the 
term “phenomenon’’ is rather vague and elusive, and a 
more serviceable formulation seems possible. Common 
sense works in terms of a world of objects or merely 
“things.” Consequently the idea of things manifesting 
constant modes of behavior seems to be a better “category” 
than that of uniformity of relation among phenomena. 
This may be unsatisfactory to the philosopher, who will 
protest at once that the thing is merely a sum of its modes 
of behavior, that no such separation is really possible. It is 
the ancient riddle which so puzzled Locke, of the attribute 
and substratum, the substratum, of course, tending to 
evaporate under critical scrutiny. But this weakness may 
prove rather a source of strength for the use which we in- 
tend to make of the notion, as will be argued. 

We have, then, our dogma which is the presupposition 
of knowledge, in this form; that the world is made up of 
thingSy wdiich, under the same circumstances y always behave 
in the same way. The practical problem of inference or pre- 
diction in any particular situation centers around the first 
two of these three factors : what things are we dealing with, 
and what are the circumstances which condition their ac- 
tion? From knowledge of these two sets of facts it must be 
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possible to say what behavior is to be expected. The chief 
logical problem, as already noticed, lies in the conception 
of a ‘'thing.” For it is obvious that the “circumstances” 
which condition the behavior of any particular thing are 
composed of other things and their l)ehavior. The as- 
sumption that under the same circumstances the same 
things behave in the same w^ays thus raises the single ques- 
tion of how far and in what sense the universe is really 
made up of such “things” which preserve an unvarying 
identity (mode of behavior). It is manifest that the or- 
dinary objects of experience do not fit this description 
closely, certainly not such “things” as men and animals 
and probably not even rocks and planets in the strict 
sense. Science has rested upon the further assumption that 
this superficial divergence of fact from theory arises be- 
cause the “things” of everyday experience are not the 
“ultimate” things, but are complexes of things which really 
are unchanging. And the progress of science has consisted 
mostly in analyzing variable complexes into unvarying 
constituents, until now we have witli us the electron. 

But ivorkable knowledge of the world recjuires much more 
than the assumption that the world is made up of units 
which maintain an unvarying identity in time. There are 
far too many objects to be dealt with by a finite intelli- 
gence, however unvarying they might be, if they were all 
different. We require the further dogma of identical sim- 
ilarity between large numbers of things. It must be pos- 
sible not merely to assume that the same thing will always 
behave in the same way, but tlmt the same kind of thing 
will do the same, and that there is in fact a finite, practi- 
cally manageable number of kinds of things. Hence the 
fundamental role which classification has always played in 
thought and the theory of thought. For our limited in- 
telligence to deal with the world, it must be possible to 
infer from a perceived similarity in the behavior of objects 
to a similarity in respects not open to immediate observa- 
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tion. That is, we must assume that the properties of things 
are not shuffled and combined at random in nature, but 
that the number of groupings is limited or that there is 
constancy of association. This is the dogma of the ‘'reality 
of classes,” familiar to students of logic. 

But even this is not enough. If the classification of ob- 
jects be restricted to the grouping of tilings in all respects 
similar or substantially identical, there would still be a 
quite impossible number of kinds of things for intelligence 
to grasp. Even in the sense of practical degrees of com- 
pleteness of similarity, identity to ordinary observation, 
our groups would be far too small and too numerous. It is 
questionable whether classification would be carried far 
enough on this basis to be of substantial assistance in sim- 
plifying our problems to the point of manageability. It is 
not that kind of a world. And even abstracting from mere 
differences in degree such as size and the like, for which 
intelligence readily makes allowance, the same would still 
hold true. It is clear that to live intelligently in our world, 
— that is, to adapt our conduct to future facts, — we must 
use the principle that things similar in some respects will 
behave similarly in certain other respects even when they 
are very different in still other respects. We cannot make 
an exhaustive classification of things, but must take various 
and shifting groupings according to the purpose or prob- 
lem in view, assimilating things now on the basis of one 
common property (mode of behavior) and now on the basis 
of another. The working assumption of practical inference 
about the environment is thus a working number of prop- 
erties or modes of resemblance between things, not a work- 
able number of kinds of things; this latter we do not 
have. That is, the properties of things which influence 
our reactions toward them must be sufficiently limited in 
number and in modes of association for intelligence to 
grasp. 

We may sum up these facts about the environment of 
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our lives which are fundamental for conduct in the follow- 
ing propositions : 

1. The world is made up of objects which are practically 
infinite in variety as aggregates of sensible qualities 
and modes of behavior not immediately sensible. 
And when we consider the number of objects which 
function in any particular conduct situation, and 
their possible variety, it is evident that only an in- 
finite intelligence could grasp all the possible com- 
binations. 

2. Finite intelligenc!e is able to deal with the world be- 
cause 

a. The number of distinguishable properties and 
modes of behavior is limited, the infinite variety 
in nature being due to different combinations of 
the attributes in objects. 

b. Because the properties of things remain fairly 
constant; and 

c. Such changes in them as take place occur in 
fairly ctonstant and ascertainable ways. 

d. The non-sensible properties and modes of be- 
havior of things are associated with sensible 
properties in at least fairly uniform ways. 

It is to be noted under (a) that differences in kind are 
referred to rather than differences in degree, and we should 
add that 

S, The quantitative aspect of things and the power of 
intelligence to deal with quantity is a fundamental 
element in the situation. 

4. It is also fundamental that in regard to certain proper- 

ties objects differ only in degree, that mass and spacial 
magnitude are qualities of things, which do 

not exliibit differences in kind. 

5. Following out the same principle of (4) many of the 
most significant properties are common to very large 
groups; in respect to the qualities most important for 
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conduct, there are a very few kinds. The Intelligi- 
bility of the world is enormously increased if not 
actually made possible by the simplicity of the great 
divisions into solid, liquid, and gas, into living and 
not-living things, and the like. And there is a hier- 
archy of attributes ^ in order of generality down to 
the slight peculiarities which probably distinguish 
in some manner and degree (other than ,mere situa- 
tion) every namcahle thing in the universe from every 
other, giving it individuality. 

6. The postulates of intelligent behavior would be very 
incomplete without formal insistence on the role 
played by the fact of consciousness in “objects’’ out- 
side ourselves, human beings and animals. The be- 
haviorist notwithstanding, the inferences as to the 
behavior to be anticipated which we draw from the 
configuration of the lines about the mouth, the gleam 
or “twinkle” of an eye or a shrill or “soft” vocal 
sound, are not made from these physical features as 
such or alone, but through “sympathetic introspec- 
tion” into what is going on in the “mind” of the 
“object” contemplated, and would be impossible 
without this mysterious capacity of interpretation. 
It is always possible for the scientist to argue the con- 
trary, as it is for him to demonstrate that we are not 
really conscious ourselves, but common sense properly 
revolts against the one conclusion as against the 
other. 

7. It goes without saying that we must know ourselves 
as well as the world. Hence we must list our sense of 
our own powers of movement, etc. 

It is perhaps superfluous to speak here of the syllogism 
and its place in logical theory. Empirical logicians such 

^ Cf. Comte's Classijlcafion of fhe Sciences. 

® Professor Cooley’s descriptive piirase. See Social Organizatiorij 

chap. 1. 
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as Mill and Venn have ventilated the subject sufficiently 
and shown that no real inferenc^e is involved in the syllo- 
gism itself, that the inference takes place in the formula- 
tion of the premises and consists in the recognition of a 
constant factual connection between the predicates de- 
noted by the different terms. 

We are rather concerned here with pointing out that the 
theory of knowledge as it is worked out by logicians is 
primarily a tlieory of exact knowledge, of rigorous demon- 
stration. It has become somewhat the fashion, especially 
since Bergson came into vogue, to be irrationalistic, and 
question the validity of logical processes. It seems to the 
writer that there is much ground for this position, but that 
its implications are very liable to be misunderstood. There 
is to my mind no question of understanding the world by 
any other method. There is, however, much question as to 
how far the world is intelligible at all. This will be seen 
to be a ciuestion of the facts as to the uniformity of be- 
havior of natural objects and the similarities subsisting be- 
tween them, on the ground of which inference is made from 
one to another. In so far as there is ‘"real change” in the 
Bergsonian (i.e., Heracleitcan) sense it seems clear that 
reasoning is impossible. In addition we have to make the 
still more questionable assumption that the situation ele- 
ments or fundamental kinds of object properties upon 
which we fall back for simplicity (practically finitude) in 
view of the unmanageable number of kinds of objects as 
wholes, are unvarying from one “combination” (i.e., one 
object) to another. This assumption is doubtless valid in 
some connections. Thus weight, inertia, etc., are undoubt- 
edly the same in a living as in a non-living object. But 
that the quality “living” is really the same in any two 
kinds of living things is more open to doubt. In so far as 
these general attributes are not uniform and cannot be 
given a definite meaning which is the same for all the ol)- 
jects in the'" class which they designate, reasoning from one 
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member of the class to another is clearly invalid. That is, 
valid classification assumes identity in some respect. It is 
not absolutely certain that the ground on which we as- 
cribe similarity to things and class them together and rea- 
son from the behavior of one to that of the other is always 
of this character. The power of one thing to suggest an- 
other is often quite mysterious, and may possibly not rest 
upon the possession of any common real qualities which 
will supx)ort a valid inference.^ 

The practical limitation of knowledge, however, rests 
upon very different grounds. The universe may not be 
ultimately knowable (we speak, of course, only of objective 
phenomena, of behavior, not of problems which transcend 
ordinary experience of fact); but it is certainly knowable to 
a degree so far beyond our actual powers of dealing with it 
through knowledge that any limitations of knowledge due 
to lack of real consistency in the cosmos may be ignored. 
It probably occasions surprise to most persons the first 
time they consider seriously what a small portion of our 
conduct makes any pretense to a foundation in accurate 
and exhaustive knowledge of the things we are dealing 
with. 

It is only when our interest is restricted to a very nar- 
row aspect of the behavior of an object, dependent upon 
its physical attributes of size, mass, strength, elasticity, or 
the like, that exact determination is theoretically possible; 
and only by refined laboratory technique that the deter- 
mination can be actually made. The ordinary decisions of 
life are made on the basis of ‘‘estimates*" of a crude and 
superficial character. In general the future situation in 
relation to which we act depends upon the behavior of 
an indefinitely large numl>er of objects, and is influenced 
by so many factors that no real effort is made to take ac- 
count of them all, much less estimate and summate their 
separate significances. It is only in very special and crucial 

* See James, Psychology, chap, xxii, on “Association by Similarity.** 
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cases that anything like a mathematical (exhaustive and 
quantitative) study can be made. 

The mental operations by which ordinary practical de- 
cisions are made are very obscure, and it is a matter for 
surprise that neither logicians nor psychologists have 
shown much interest in them. Perhaps (the writer is in- 
clined to this view) it is because there is really very little 
to say about the subject. Prophecy seems to be a good 
deal like memory itself, on which it is based. When we wish 
to think of some man’s name, or recall a quotation which 
has slipped our memory, we go to work to do it, and the 
desired idea comes to mind, often when we are thinking 
about something else — or else it does not come, but in 
either case there is very little that we can tell about the 
operation, very little “technique.” So when we try to de- 
cide what to expect in a certain situation, and how to be- 
have ourselves accordingly, we are likely to do a lot of ir- 
relevant mental rambling, and the first thing we know we 
find that we have made up our minds, that our course of 
action is settled. There seems to be very little meaning in 
wdiat has gone on in our minds, and certainly little kinship 
with the formal processes of logic which the scientist uses 
in an investigation. We contrast the two processes by rec- 
ognizing that the former is not reasoned knowledge, but 
“judgment,” “common sense,” or “intuition.” There is 
doubtless some analysis of a crude type involved, but in 
the main it seems that we “infer” largely from our expe- 
rience of the past as a whole, somewhat in the same way 
that we deal with intrinsically simple (unanalyzable) prob- 
lems like estimating distances, weights, or other physical 
magnitudes, when measuring instruments are not at hand.^ 

The foregoing discussion of reasoning relates to ideal or 
complete inference based on uniformity of association of 
predicates and which can be formulated in universal j>ropo- 

^ Marshall remarks that the business manager’s decisions are guided by 
‘‘trained instinct” rather than knowledge. {Principles, 6th ed., p. 406.) 
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sitions. The theory of formal deductive logic has, of 
course, always recognized also reasoning from what are 
undescriptively called “particular” propositions — “occa- 
sional” would be a better term — asserting that two pred- 
icates sometimes belong to the same subject, or that two 
classes of objects overlap. The goal of science is always to 
get rid of this form of assertion, to “explain” the occur- 
rence and non -occurrence of the quality by finding some 
other general fact in the past history of the object with 
which the association is universal. But there are large 
classes of cases in which this cannot be done even scientifi- 
cally, and the rough operations of everyday unscientific 
thinking employ the form quite commonly. In the crude 
form of some X is F,” such generalizations are very un- 
satisfactory to the scientific mind and practically useless 
except as a challenge and starting-point for further inquiry. 
But when, as is so commonly the case, it is impossible or 
impracticable to do better, the data can often be put in a 
form of a great deal of scientific utility. This is done by 
ascertaining the numerical proportion of the cases in which 
X is associated with F, which yields the familiar probability 
judgment. If, say, ninety per cent of X is F, — i.e., if 
that fraction of objects characterized by property X shows 
also property F, — the fact may obviously have much the 
same significance for conduct as if the association w^ere 
universal.^ 

Furthermore, even if the proportion is not approximately 
one hundred per cent, even if it is only half or less, the 
same fact may hold good. If in a certain class of cases a 

^ Wlien variations in degree in the attributes X and Y are taken into 
account, the problem must be dealt with by applying the statistical theory 
of correlation, which is a further development of probability theory. 
See especially the works of K. Pearson and F. Y. Edgeworth. An ele- 
mentary discussion will be found in any treatise on statistics. A. L. 
Rowley’s Measurement of Groups and Series is particularly serviceable 
for the general reader. A rough idea may be obtained from Elderton’s 
Primer of Statistics, Pearson’s Grammar of Science^ chaps, iv and v, may 
be consulted on the whole ground of the present chapter. 
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given outcome is not certain, nor even extremely probable, 
but only (contingent, but if the numerical probability of its 
occurrencce is known, conduct in relation to the situation in 
question may be ordered intelligently. Business operations, 
as already observed, illustrate the point perfectly. Thus, in 
the example given by von Mangoldt, the bursting of bot- 
tles does not introduce an uncertainty or hazard into the 
business of producing champagne; sincce in the operations 
of any producer a practically constant and known i>ropor- 
tion of the bottles burst, it does not especially matter even 
whether the proportion is large or small. The loss becomes 
a fixed cost in the industry and is passed on to the con- 
sumer, like the outlays for labor or materials or any other. 
And even if a single producer docs not deal with a suffi- 
ciently large number of cases of the contingency in ques- 
tion (in a sufficiently short period of time) to secure con- 
stancy in its effects, the same result may easily be realized, 
through an organization taking in a large number of pro- 
ducers. lliis, of course, is the principle of insurance, as 
familiarl}^ illustrated by the chance of fire loss. No one can 
say whether a particular building will burn, and most build- 
ing owners do not operate on a sufficient scale to reduce the 
loss to constancy (though some doj. But as is well known, the 
effect of insurance is to extend this base to cover the opera- 
tions of a large number of persons and convert the contin- 
gency into a fixed cost. It makes no diflerence in the prin- 
ciples whether the grouping of cases is effected through a 
mutual organization of the persons directly affected or 
through an outside commercial agency. 

It will be evident that the practical difficulties of order- 
ing conduct intelligently are enormously increased where 
the inference is contingent instead of being positive. The 
difficulties of establishing an association between predicates 
are great enough where the association is universal; so 
great, as we have already seen, that it is never done with 
any approach to accuracy except for critical cases of very 
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special importance justifying extensive study in laboratory 
or ‘"field/’ Where the connection is occasional, demonstra- 
tion of a dependable connection is vastly more difficult, 
and there is-the added problem of ascertaining the precise 
proportion of cases in which the connection occurs. In re- 
lation to everyday problems, where rigorous scientific 
procedure is excluded, the difficulty and chance of error are, 
of course, multiplied in still greater degree. We have to 
“estimate” not merely factors whose associates, implica- 
tions, or effects are known, but in addition the degree of 
dependability of the association between the (estimated) 
factors (the immediately perceptible attributes or modes of 
behavior) and the inferred factors with relation to which 
our action in the case is to be controlled. Most of the real 
decisions of life are based on “reasoning” (if such it may be 
called) of this still more tenuous and uncertain character, 
and not even that which has already been described. We 
have to estimate the given factors in a situation and also 
estimate the probability that any particular consequence 
will follow from any of them if present in the degree as- 
sumed. 

For logical accuracy and in order to understand the 
different kinds of situations and modes of dealing with 
them in practice, a further distinction must be drawn, a 
distinction of far-reaching consequences and much neg- 
lected in the discussion of economic problems. There are 
two fundamentally different ways of arriving at the proba- 
bility judgment of the form that a given numerical pro- 
portion of X's are also F’s. The first method is by a priori 
calculation, and is applicable to and used in games of 
chance. This is also the type of case usually assumed in 
logical and mathematical treatments of probability. It 
must be strongly contrasted with the very different type of 
problem in which calculation is impossible and the result is 
reached by the empirical method of applying statistics to 
actual instances. As an illustration of the first type of 
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probability we may take throwing a perfect die. If the die 
is really perfect and known to be so, it would be merely 
ridiculous to undertake to throw it a few hundred thousand 
times to ascertain the probability of its resting on one face 
or another. And even if the experiment were performed, 
the result of it would not be accepted as throwing any 
light on the actual probability. The mathematician can 
easily calculate the probability that any proposed dis- 
tribution of results will come out of any given number of 
throws, and no finite number would give certainty as to the 
probable distribution. On the other hand, consider the 
case already mentioned, the chance that a building will 
burn. It would be as ridiculous to suggest calculating from 
a priori principles the proportion of buildings to be acciden- 
tally destroyed by fire in a given region and time as it 
would to take statistics of the throws of dice. 

The import of this distinction for present purposes is 
that the first, mathematical or a priori, type of probability 
is practically never met wuth in business, while the second 
is extremely common. It is difficult to think of a business 
“hazard” with regard to which it is in any degree possi- 
ble to calculate in advance the proportion of distribution 
among the different possible outcomes.^ This must be 
dealt with, if at all, by tabulating the results of exj)erience. 
The “if at all” is an important reservation, which will Ije 
discussed presently. It is evident that a great many haz- 
ards can be reduced to a fair degree of certainty by statis- 
tical grouping — also that an equally important category 
cannot. We should note, however, two other facts. First, 
the statistical treatment never gives closely accurate 
quantitative results. Even in such simple cases as mechan- 
ical games of chance it would never be final, short of an 
infinite number of instances, as already observed. Fur- 
thermore, the fact that a priori methods are inapplicable is 

^ The calling of bonds by lot is an illustration. In Germany bond- 
holders o^en insure against this chance. 
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connected with a much greater complication in the data, 
which again carries with it a diificulty, in fact impossibil- 
ity, of securing the same degree of homogeneity in the in- 
stances classed together. This point will have to be gone 
into more fully. The second fact mentioned in regard to 
the two methods is that the hazards or probabilities met 
with in business do admit of a certain small degree of 
theoretical treatment, supx)lementing the application of 
experience data. Tims in the case of fire risk on buildings, 
the fact that the cases are not really homogeneous may be 
offset in part by the use of judgment, if not calculation. 
It is xx^’^sible to tell with some accuracy whether the 
“real risk" in a particular case is higher or lower than that 
of a group as a whole, and by how much. This procedure, 
however, must be treated witli caution. It is not clear 
that there is an ultimate separation between the calcula- 
tion of departures from a standard type and more minute 
classification of tyi)es. There is, how^ever, a difference in 
form, and insurance companies constantly follow both 
practices, that of defining groups as accurately as x)ossible 
and also that of modifying or adjusting the coefficient ap- 
plied within a class according to sj^ccial circumstances 
which are practically alw’^ays present. 

We thus find that the re are two logically different type s 
of inference included in the probability judgment . We shall 
refer to these for brevity under the names of t he “a prio ri " 
an d the “statistical" respective ly. The relations between 
the two concepts as employed in the crude usage of com- 
mon sense are much confused and the ideas themselves 
blurred, so that it is important to emphasize the con- 
trast. The precise meaning of “real x)robability " will have 
to be examined more in detail presently, but we can see 
that there is a difference in this respect in our feelings to- 
ward the two classes of cases. It seems clear that the prob- 
ability of getting a six in throwing a die is “really" one in 
six, no matter what actually happens in any particular 
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number of throws; but no one would assert confidently that 
the chance of a particular building burning on a particular 
day is ‘‘really” of any definite assigned value. The first 
statement has intuitive certainty with reference to a par- 
ticular instance; in case of the second it is merely an em- 
pirical generalization with reference to a group. Possibly 
the difference is partly a matter of habit in our thinking 
and to some extent illusory, but it is none the less real and 
functional in our thinking. There is, indeed, a sort of 
logical paradox in the problem. If the probability in a 
game of chance is questioned, there is no test except that of 
experimental trial of a large number of cases, and under 
some circumstances we should conclude that the die was 
probably “loaded.” This would itself be a probability 
judgment, to be sure, and would depend on the fact of our 
ignorance of the composition and manufacture of the die. 
Given this ignorance, a mathematician could tell the prob- 
ability that the die is false, indicated by any given number 
and distribution of throws. 

The practical difference bet ween a priori and statistica l 
probability seems todepend uponthe accurac y of classifi - 
c ation of the instances grouped together . Yn the case of 
the die, the successive throws are held to be “alike” in a 
de^ee and a sense which cannot be predicated of the differ- 
ent buildings exposed to fire hazard. There is, of course, 
a constant effort on the part of the actuary to make his 
classifications more exact, dividing groups into subgroups 
to secure the greatest possible homogeneity. Yet we can 
hardly conceive this process being carried so far as to make 
applicable the idea of real probability in a particular in- 
stance. 

There is a further difficulty, amounting to paradox, in 
the idea of homogeneous grouping. Much is made of this 
point in treatises on statistics, the student being warned 
against drawing conclusions from distributions in non- 
homogeneous groups. Perhaps the most familiar example 
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is the age and sex distribution of population aggregates. 
An illustration (used by Secrist) is the death rate of the 
American soldiers in the Philippines, which was lower than 
that of the general population in the United States. The 
fallacy in the inference as to healthfulness of environment 
is, of course, that the “general population'’ is not a ho- 
mogeneous group, but is made up of numerous age, sex, 
race, and occupation classes, “naturally” subject to widely 
different death rates. The paradox, which carries us at 
onc*e into the heart of the logical problem of probability, is 
that if we had absolutely homogeneous groups we should 
have uniformity and not probability in the result, or else 
we must repudiate the dogma of the ultimate uniformity of 
nature, the persistence of identity in things. If the idea of 
natural law is valid at all, it would seem that men exactly 
alike and identically circumstanced would all die at once; 
in any particular interval either all or none would suc- 
cumb, and the idea of probability becomes meaningless. 
So even in the case of the dice; if we believe in the postulates 
which make knowledge possible, then dice made alike and 
thrown alike will fall alike, and that is the end of it. 

Yet practically there is no danger, figuratively speak- 
ing, that any of these phenomena will ever be amenable to 
prediction in the individual instance. The fundamental 
fact underlying probability reasoning is generally assumed 
to be our ignorance. // it were possible to measure with 
absolute accuracy all the determining circumstances in 
the case it would seem that we should be able to predict 
the result in the individual instance, but it is obtrusively 
manifest that in many cases we cannot do this. It will cer- 
tainly not be proposed in the typical insurance situations, 
the chance of death and of fire loss, probably not even in 
the case of gambling devices. The question arises whether 
we should draw a distinction between nec'essary and only 
factual ignorance of the data in a given case. Take the 
case of balls in an urn. One man knows that there are 
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red and black balls, but is ignorant of the numbers of each; 
another knows that the numbers are three of the former to 
one of the latter. It may be argued that “to the first man ” 
the probability of drawing a red ball is fifty-fifty, while to 
the second it is seventy-five to twenty-five. Or it may be 
contended that the probability is “really” in the latter 
ratio, but that the first man simply does not know it. It 
must be admitted that practically, if any decision as to 
conduct is involved, such as a wager, the first man would 
have to act on the supposition that the chances are equal. 
And if the real probability reasoning is followed out to its 
conclusion, it seems that there is “really” no probability at 
all, but certainty, if knowledge is complete. The doctrine 
of real probability, if it is to be valid, must, it seems, rest 
upon inherent unknowability in the factors, not merely the 
fact of ignoranc‘e. And even then we must always consult 
the empirical facts, for it will not do to assume out of hand 
that the unknown causes in a case will distribute them- 
selves according to the law of indifTerence among the differ- 
ent instances. We seem to be driven back to a logical 
impasse. The postulates of knowledge generally involve 
the conclusion that it is really determined in the nature of 
things which house will burn, which man die, and which 
face of the thrown die will come uppermost. The logic 
which we actually use, however, assumes that the result 
is really indeterminate, that the unknowable causes ac- 
tually follow a law of indifference. The phenomenal con- 
stancy of distribution to which we are forced to appeal 
justifies this reasoning on the whole, but clearly is not its 
actual basis in our thinking. Wherever we find that there 
is not indifference, that the results show “bias,” we as- 
sume some determinable cause at work; and the results of 
experience on the whole justify this assumption also. 

There is a further point of some interest in regard to our 
probability reasoning. Examination of the mathematical 
theory of probability will show that the argument always 
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proceeds on the assumption that there is no middle ground 
between complete determination and complete indifference. 
That is, the elcm£ntary j)robabilities in any form of prob- 
lem must always be equal. If the chance of any particular 
result is more or less than one half, it is held to be axio- 
matic that there is a greater number of possible alternatives 
which yield this result (or do not yield it) than of the other 
kind; the alternatives themselves must be equally probable. 
The whole mathematical theory of probability is obviously 
a simple api)lication of the principles of permutations and 
combinations for finding out the number of alternatives. 
Absolute indifference between the alternatives is taken for 
granted. Wherever the results do not show complete in- 
difference between alternatives it is assumed that these 
are not simj)le, and further analysis is applied to reduce 
them to combinations of equally possible ones. And ex- 
perience confirms these assumptions also. 

Are we, then, to assume real indeterminateness, in the 
cosmos itself? This was the view of Cournot, and the mere 
ignorance theory common among writers on pro})ability 
seems inadequate and untenable. Tliere are, to be sure, 
cases which it seems to fit, like that referred to, where the 
probability of drawing a red or black ball is even to one 
who knows only that there are balls of the two colors in the 
urn, but is ignorant of the numbers of each. ^ But the case of 
the man who does know the numbers of each seems to be 
different. The dogmatic determinist can always maintain 
that there are causes at work which decide the result, but 
common sense is not satisfied. How does it “happen” 
that experience justifies the calculation of probabilities 
unless these unknown causes are really indifferent? When- 
ever we find “bias” in the results, a divergence from the 
anticipations on the basis of probability theory, we assume 

^ Professor Irving Fisher is particularly insistent upon the interpreta- 
tion of probability as due to ignorance alone. See The Nature of Capital 
and Income, chap, xvi, sec. 1. 
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the presence of some cause which is not indifferent, and 
this procedure is also justified of its fruits. When we can be 
sure that we have eliminated every circumstance which 
can be measured or which might act consistently, we feel 
confident in assuming that in a large number of trials the 
results will come out in accordance with the assumption 
that the factors not subject to measurement or elimination 
are in fact indifferent. And not merely do we feel this way, 
but “it works.” 

It is interest ing to observe that the common applications 
of probability in games of chance relate to some action of 
the human organism itself, the drawing of a card from a 
deck or ball from an urn after random manipulations, the 
im})iilse given t(^ a wheel or coin or die, etc. The facts 
suggest a connection with tliat other age-old bone of con- 
tention, the freedom of the will.^ If there is real iiideter- 
minateness, and if the ultimate seat of it is in the activities 
of the human (or j)erhaps organic) machine, there is in a 
sense an opening of the door to a coiieei)tion of freedom in 
conduct. And when we consider the mystery of the role of 
consciousness in behavior and the repugnance which is felt 
by common sense to the epiphenomenal theory, we feel 
justified in further contending for at least the possibility 
that “mind ” may in some inscrutable way originate action. 
Just how much or what sort of significance the admission 
may have for practical ethics is another question, wdiich 
must be passed over here. Of course we cannot prove that 
the exact distribution of all the coups of the roulette wheels 
at Monte Carlo was not stowed away somewhere in the 
primeval nebula; the final appeal must be to “intrinsic 
reasonableness,” the inveterate and necessary preference of 
intelligence for the simplest formulation which conforms 
to the facts. And about this, there may indeed be differences 
of opinion, and from these tliere is ai)parently no appeal.^ 

^ (^f. E. Borel, Le Hasard, pp. 196-97, 

® See Karl Pearson’s essay on “The Scientific Aspects of Monte Carlo 
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There may he different brands of “common sense’* 
(which some wag has averred is so called because so very 
uncommon). In the writer’s view the doctrine of igno- 
rance or “insufficient reason” is untrue to the feelings of 
unsophisticated intelligence. We do not merely feel that 
we know no reason why the coin shall fall heads or tails; 
we know in a positive sense that there is no reason^ and only 
under this condition do we make the probability judgment 
with any confidence. xAnd furthermore, as already argued, 
it appears that only on condition that there is no reason 
would the results of experience confirm the judgment, as 
they do. The entire science of probability in the mathemat- 
ical sense is based on the dogmatic assumption that the 
ultimate alternatives are really equally probable , which 
seems to the writer to mean real indeterminateness. ^ 

Professor Irving Fisher’s view of probability as “always 
an estimate” becomes conditionally valid, however, on two 
interpretations. In the first place, it may be saved “theo- 
retically” if the term “estimate” is construed broadly 
enough. If there is no difference between our a priori 
judgment of the absence of any cause which should lead a 

Roulette,” in The Chances of Death and Other Studies in Evohdion. The 
necessity of constant appeal to a dogmatic preference of simple to com- 
plicated hypotheses is brilliantly treated in Poincare’s chapter on “Prob- 
abilities,” in The Foundations of Science, Science and Hypothesis, chap. 
XI. See also Poincare’s fascinating treatment of the relations between 
small causes and large effects in the same volume, Science and Method, 
chap. IV. Boincare bases the doctrine of equal probability on the mathe- 
matical principle that for small changes any continuous analytical func- 
tion changes in the same ratio as the variable. The same unsatisfactory, 
if not absurd, doctrine of “intrinsic reasonableness” (for how can one 
thing be “intrinsically” more probable than another?) is developed from 
a different point of view in Balfour’s Theism and Humanism, lecture 
VII, on “Probability, Calculable and Intuitive.” 

1 For an excellent brief discussion of the issue, with references to the 
literature, the reader is referred to Arne Fisher, The Mathematical Theory 
of Probability, chap, i: “General Principles and Philosophic Aspects.’* 
The writer's position is that taken by Fisher and designated the principle 
of “cogent reason” in opposition to the older view common among 
mathematicians, of “insufficient reason.” Compare also La Place, 
Essay on the Philosophical Theory of Probability. 



MEANING OF RISK AND UNCERTAINTY 223 


coin or a die to fall on one face rather than another and an 
“estimate’’ of equal probability, then there is no opposi- 
tion between the two views. This is, however, repugnant 
to common sense (the present writer’s brand). We seem 
to experience an “apodeictic certainty” about the situa- 
tion of a game of chance, on a level with our confidence in 
the axioms of mathematics, and quite difierent from an 
“estimate.” To illustrate, suppose we are allowed to look 
into the urn containing a large number of black and red 
balls before making a wager, but are not allowed to count 
the balls: this would give rise to an estimate of probability 
in the correct sense; it is something very different from 
either the mere consciousness or ignorance on which we 
act if we know only that there are balls of both colors 
without any knowledge or opinion as to the numbers or 
the exact knowledge of real probability attained by an 
accurate counting of the balls. In the second place, we 
must admit that the actual basis of action in a large pro- 
portion of real cases is an estimate. Neither of these inter- 
pretations, however, justifies identifying probability with 
an estimate. 

Bu t the probability in which the stud ent of business 
risk is interested iv an estimate, though in a sense different 
from any olthe propositions so far considere d. To discuss 
t£e question from this new point of view we must go back 
for a moment to the general principles of the logic of con- 
duct. We have emphasized above that the exact science of 
inference has little place in forming the opinions upon 
which decisions of conduct are based, and that this is true 
whether the implicit logic of the case js prediction on the 
ground of exhaustive analysis or a probability judgment, 
a priori or statistical. We act upon estimates rather than 
inferences, upon “judgment” or “intuition,” not reason- 
ing, for the most part. Now an estimate or intuitive judg- 
ment is somewhat like a probability judgment, but very 
difierent from either of the types of probability judg- 
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ment already described. The relations between the two 
sorts are in fact amazingly complex and as fraught with 
logical paradox as the probability judgment itself. If the 
term “probability” is to be applied to an estimate — and 
the usage is so well established that there is no hope of 
getting away from it — a third species under that genus 
must be recognized. Such a third type of probability fits 
very nicely in a scheme of classification with the two al- 
ready discussed. We have insisted that there is a funda- 
mental difference between “a priori probability, on the 
one hand, and “statistical,” on the other. In the former 
the “clianccs” can be computed on general principles, 
while in the latter they can only be determined empirically. 
This distinction is in opposition to the views of writers 
such as Venn and Edgeworth,^ who reduce the former 
type to the latter on the basis of an empirical law of large 
numbers find accept practically the assumption of real 
indeterminatencss. We have already raised the question 
of accuracy of classification in this connection, suggesting 
that the “instances,” “throws,” or coups'" in a game of 
chance form a homogeneous group in a higher sense than 
can be predicated on life or fire hazards. This view and our 
entire theory tend to be confirmed by the attempt to 
secure complete homogeneity through more minute clas- 
sification. The end result of this endeavor would be group- 
ings in which only really indeterminate factors should 
differ from one instance to another. 

Taking, then, the classification point of view, we shall 
find the following simple scheme for separating three differ- 
ent types of probability situation: 

1* A priori probabili ty. Absolutely homogeneous clas- 
sification of instances completely identical except for 
really indeterminate factors. This judgment of prob- 
ability is on the same logical plane as the propositions 
of mathematics (which also may be viewed, and are 
^ ‘‘The Philosophy of Chance,” Mind, vol. 9, 1884. 
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viewed by the writer, as ‘"ultimately” inductions 
from experience). 

2. Statistical probability. Empirical evaluation of the 
frequency of association between predicates, not an- 
alyzable into varjdng combinations of equally prob- 
able alternatives. It must be emphasized that any 
high degree of confidence that the proportions found 
in the past wn*ll hold in the future is still based on an 
a priori judgment of indeterminateness. IVo com- 
plications are to be kept separate: first, the impos- 
sibility of eliminating all factors not really indeter- 
minate; and, second, the impossibility of enumerating 
the equally probable alternatives involved and 
determining their mode of combination so as to 
evaluate the probability by a priori calculation. The 
main distinguishing characteristic of this type is that 
it rests on an empirical classification of instances. 

3. Estimates . T he clis linct ion here is th at th ere is no 
v alid basis of any kind for classifying instanc ^7 Tliis 
form of probability is involved in the greatest logical 
difficulties of all, and no very satisfactory discussion 
of it can be given, but its distinction from the other 
types must be emphasized and some of its com- 
plicated relations indicated. 

We know that estimates or judgments a r e “liable” to 
err. Sometimes a rough determination of the magnitude of 
this “liability’’ is possible, but more generally it is not. In 
general, any determination of the value of an estimate 
must be merely empirical, secured by the tabulation of 
instances, thus reducing it to a prol)ability of the second or 
statistical type. Indeed, since, as we have noticed, entirely 
homogeneous classification of instances is practically never 
possible in dealing with statistical probability, it is clear 
that the divergence from it of this third type w here all 
classification is excluded is a matter of degree only. There 
are all gradations from a perfectly homogeneous group of 
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life or fire hazards at one extreme to an absolutely unique 
exercise of judgment at the other. All gradations, we 
should say, except the ideal extremes themselves; for as 
we can never in practice secure completely homogeneous 
classes in the one case, so in the other it probably never 
happens that there is no basis of comi)arison for determin- 
ing the probability of error in a judgment. 

The theoretical diflerence between the probability 
connected with an estimate and that involved in such 
phenomena as are dealt with by insurance is, however, of 
the greatest importance, and is clearly discernible in nearly 
any instance of the exercise of judgment. Take as an illus- 
tration any ty})ical business decision. A manufacturer is 
considering the advisability of making a large commit- 
ment in increasing the capacity of his works. He “figures” 
more or less on the proposition, taking account as well as 
possible of the various factors more or less susceptible of 
measurement, but the final result is an “estimate” of the 
probable outcome of any proposed course of action. What 
is the “probability” of error (strictly, of any assigned de- 
gree of error) in the judgment.^ It is manirestly meaning- 
less to speak of either calculating such a probability a 
priori or of determining it empirically by studying a large 
number of instances. The essential and outstanding fact 
is that the “instance” in question is so entirely unique that 
there are no others or not a sufficient number to make it 
possible to tabulate enough like it to form a basis for any 
inference of value about any real probability in the case we 
are interested in. The same obviously applies to the most 
of conduct and not to business decisions alone. 

Yet it is true, and the fact can hardly be over-em- 
phasized, that a judgment of probability is actually made 
in such cases. The business man himself not merely form s 
the best estimate he can of the outcome of his actions, bu t 
he is like ly -*^1^^ to estimate the probability that his est i- 
mate is c orrect . The “ degree ” of certainty or of confidence 
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felt in the conclusion after it is reached cannot be ignored, 
for it is of the greatest practical significance. The action 
which follows upon an opinion depends as much upon the 
amount of confidence in that oj)inion as it does upon the 
favorahleness of the opinion itself. The ultimate logic, or 
psychology, of these deli! >erations is obscure, apart of the 
scientifically unfathomable mystery of life and mind. We 
must simply fall back upon a “capacity"’ in the intelligent 
animal to form more or less correct judgments about things, 
an intuitive sense of values. We are so built that what 
seems to us reasonable is likely to be confirmed by expe- 
rience, or we could not live in the world at all. 

Fidelity to the actual psychology of the situation re- 
quires, we must insist, recognition of these two separate 
exercis es of judgment, the formation of an estimate and th e 
estimat ion of i ts value. We must, therefore, disagree with 
I^ofessor Irvin g Fish er’s contention * that there is only 
one estimate, the subjective feeling of probability itself. 
Moreover, it appears that the original estimate maybe a 
probability judgment. A man may act upon an estimate 
of the chance that his estimate of the chance of an event is 
a correct estimate. To be sure, after the decision is made 
he will be likely to sum all up in a certain degree of con- 
fidence that a certain outcome will be realized, and in 
practice may go farther and assume that the outcome 
itself is a certainty. 

Two sorts of difficulty tend to obscure the relation be- 
tAveen our second and third types of probability, that which 
rests upon an empirical classificration of instances and that 
which rests upon no classification, but is an estimate of an 
estimate. In the first place, nothing in the universe of 
experience is absolutely unique any more than any two 
things are absolutely alike. Consequently it is always pos- 
sible to form classes if the bars are let down and a loose 
enough interpretation of similarity is accepted. Thus, in 
^ See The Nature of Capital and Income^ p. 260. 
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the case above mentioned, it might or might not be 
entirely meaningless to inquire as to the proportion of 
successful factory extensions and the proportion of those 
which are not. In this particular case it is hard to imagine 
that any one would base conduct upon a judgment of the 
probability of success arrived at in this way, but in other 
situations the method could conceivably have more or less 
validity. We must keep in mind that for conduct a proba- 
bility judgment based on mere ignorance may be deter- 
mining if it is the best that can be had. It would be a 
question, however, whether the person placed in the posi- 
tion of our business manager should regard the probability 
Jor him of success as that indic‘ated by statistics of “simi- 
lar” instances or simply even chances each way based on 
the fact of ]mre ignorance. What docs aj>pear certain is 
that his own estimate of the value of his own judgment 
would })e given far greater weight than either sort of 
computation. 

A still more interesting complication, and one of much 
greater practical significance, is the possibility of forming a 
class of similar instances on entirely different grounds. That 
is, instead of taking the decisions of other men in situations 
more or less similar objectively, we may take decisions of 
the same man in all sorts of situations. It is indisputable 
that this j)rocedure is follow ed in fact to a very large extent 
and that an astomiding number of decisions actually rest 
upon such a probability judgment, though it cannot be 
placed in the form of a definite statistical determination. 
That is, men do form, on the basis of experience, more or 
less valid opinions as to their owni capacity to form correct 
judgments, and even of the capacities of other men in this 
regard. To be sure, both bases of classification are more or 
less taken into account; the estimate (by A or any one else) 
of the probability that the outcome of a situation will be 
that which A has predicted is not based on a perfectly gen- 
eral estimate of A*s capacity to form judgments, but of his 



MEANING OF RISK AND UNCERTAINTY 229 

powers ih a more or less defined field of prediction. It will 
at once occur to the reader that this capacity for forming 
correct judgments (in a more or less extended or restricted 
field) is the principal fact which makes a man serviceable 
in business; it is the characteristic human activity, the 
most important endowment for which wages are received. 
The stability and success of business enterprise in general 
is largely dependent upon the possibility of estimating the 
powers of men in this regard, both for assigning men to 
their positions and for fixing the remunerations which they 
are to receive for filling positions. The judgment or esti- 
mate as to the value of a man is a probaliility judgment of 
a complex nature, indeed. More or less based on experi- 
ence and observation of the outcome of his predictions, 
it is doubtless principally after all simply an intuitive judg- 
ment or “unconscious induction, “ as one prefers. 

It seems likely that a still further distinction may be 
drawn, leading to the recognition of another basis of clas- 
sification of instances in order to reach a probability judg- 
ment. We mean the subjective feeling of confidence of the 
person making a })redictiou. I may have an intuitive feel- 
ing or “hunch” that a situation will eventuate in a cer- 
tam way, and this feeling may inspire a more or less delib- 
erative confidence by its very strength and persistence. 
The confidence in a prediction which is based on the 
strength of an intuition may appear to be compounded to 
the point of nonsense, but in so far as there exist such feel- 
ings reached unconsciously or without deliberation and in 
so far as they may become the objects of deliberative con- 
templation, the situation is none the less real. However, 
we cannot extend our inquiry to cover all the grounds on 
which men, even educated men, actually make decisions, 
or it will degenerate into a catalogue of superstitions. Let 
us try, then, to sum up the c^onclusions, significant for 
present purposes, to which the argument of the chapter 
leads. 
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The importance of uncertainty as a factor interferin g 
witlTUie perfect workings of competition in accor dance 
with the l aws of pure theory necessit ated an examination 
of foundations of knowledge and conduct. TKeTndsFim- 
portant result ortIiis~survey Is the emphatic contrast be- 
tween knowledge as the scientist and the logician of science 
uses the term and the convictions or opinions upon wliich 
conduct is based outside of laboratory experiments. The 
opinions upon wliich we act in everyday affairs and those 
which govern the decisions of responsible business mana- 
gers for the most part have little similarity with conclu- 
sions reached by exhaustive analysis and accurate measure- 
ment. The menial processes are entirely different in the 
two cases. In everyday life they are mostly subconscious. 
We know as little why we expect certain things to happen 
as we do the mechanism by which we recall a forgotten 
name. There is doubtless some analogy between the sub- 
conscious processes of “intuition” and the structure of 
logical deli) lerat ion, for the function of both is to anticipate 
the future and the possibility of prediction seems to rest 
upon the uniformity of nature. Hence there must be, in the 
one case as in the other, some sort iind amount of analysis 
and synthesis; but the striking feature of the judging 
faculty is its liability to error. 

The real logic or psychology of ordinary conduct is 
rather a neglected branch of inquiry, logicians having 
devoted their attention more to the structure of demonstra- 
tive reasoning. This is in a way inevitable, since the proc- 
esses of intuition or judgment, being unconscious, are in- 
accessible to study. Such attention as has been given to 
the problem of intuitive estimation has been connected 
with and largely vitiated by confusion with the logic of 
probability. A brief examination of the probability judg- 
ment shows it to fall into two types, which we called the 
a priori and the statistical. In the latter type of situation, 
we carmot, as we can in the former, calculate the true 
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probability from external data, but must derive it from an 
inductive study of a large group of cases. This limitation 
involves a serious logical weakness, since at best statistics 
give but a probability as to what the true i)robability is. 
In pra(:‘tice we are still further handicapped by the im- 
possibility of attaining complete homogeneity in our 
groups of instances, in the sense in which the coups'^ in 
a priori probability are homogeneous; that is, that the 
divergences are practically indetermhiate as well as un- 
de termined- 

The liability of opinion or estimate to error must be 
radically distinguished from probability or chance of either 
tyjje, for there is no possibility of forming in any way 
groups of instances of sufficient homogeneity to make 
possi})le a quantitative determination of true probability. 
Business decisions, for exam])le, deal with situations which 
are far too unicgie, generally speaking, for any sort of 
statistical tabulation to have any value for guidance. The 
conception of an objectively measurable probability or 
chance is simply inapplicable. The confusion arises from 
the fact that we do estimate the value or validity or de- 
pcnda])i]ity of our opinions and estimates, and such an 
estimate has the same form as a probability judgment; it 
is a ratio, expressed by a proper fraction. But in fact it 
appears to be meaningless and fatally misleading to speak 
of the probability, in an objective sense, that a judgment is 
correct. As there is little hope of breaking away from well- 
established linguistic usage, even when vicious, we propose 
to call t he value of estim ates a third type of proba^ity 
j udgment, insisting on its^HiB^^ees from the otEertype s 
rather than its similarity to them. 

It is this third type of probability or un certainty .,which 
has beeiTn^ected in ec onomic tlieory, and which we pro- 
pose to put in its rightful place.! As we havFrepStedly 
pointed out, an uncertainty which can by any me th od 
be reduced to~ an objective. auant it^tlvplg^”df^fprTn^ni^tf> 
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probability, can be reduced to complete certainty by 
^Qul) Ingl?ase s'r~TEe busine^ss world liaT evdrved'“several 
organization devices for effectuating this consolidation, 
with the result that when the technique of business or- 
ganization is fairly developed, measurable uncertain ties 
do not introduce into business any uncertainty whatever. 
Laler~Srour study we shall glance hurriedly at some of 
these organization expedients, which are the only economic 
effect of uncertainty in the probability sense; but the pres- 
ent and more important task is to follow out the con- 
sequences of that higher form of uncertainty not susc^iti- 
ble to measurerheirrandTiehcc"bo^^^^^^ is this 

which by preventing the theoreticall y per- 
fecToutworking^of the tendencies of com petition gives the 
characteristic form of ** enterprise’* to econormc organiza- 


tion as a \vl 

entrepreneur 


‘ income 


of the 



CHAPTER VIII 


STRUCTURES AND METHODS FOR MEETING 
UNCERTAINTY 

To preserve the distinction which has been drawn in the 
last cliapter between the measurable uncertainty and an 
unmeasurable one we may use the term ‘"risk ” to designate 
the former and the term “uncertainty’’ for the latter. The 
word "‘risk is ordinarily used in a loose way to refer to any 
sort of uncertainty viewed from the standpoint of the un- 
favorable contingency, and the term “uncertainty” sim- 
ilarly with reference to the favoraI)le outcome; we speak of 
the “risk” of a loss, the “uncertainty” of a gain. But if 
our reasoning so far is at all correct, there is a fatal am- 
biguity in these terms, which must be gotten rid of, and the 
use of the term “risk” in connection with the measurable 
uncertainties or probabilities of insurance gives some jus- 
tification for specializing the terms as just indicated. We 
can also employ the terms “objective” and “subjective” 
probal)ility to designate the risk and uncertainty respec- 
tively, as these expressions are already in general use with 
a signification akin to that proposed. 

The pra ctical difference between the two categories, ris k 
and uncer tainty, Ts that in the former the distri bution of 
tHe^ o utcome iriTa group of insta nces is known (cither 
through calculation a 'priori or from statistics of past ex- 
perience), while in the case of uncertain ty this is no t true, 
the reason being in general that it is impossible to form 
a ffl*oup of instances, because the situation dealt with is in a 
high d egree unique . The best example of uncertainty is in 
connect ion wi th tlie exercise of judgment or the formation 
of those opinions as to the future course of events, which 
opinions (and not scientific knowledge) actually guide 
most of t)ur conduct. Now if the distribution of the differ- 
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ent possible outcomes in a group of instances is known, it 
is possible to get rid of any real uncertainty by tlie expe- 
dient of grouping or "‘consolidating” instances. But that 
it is possible does not necessarily mean that it u'ill be done, 
and we must observe at the outset that when an individual 
instance only is at issue, there is no difference for conduct 
between a measurable risk and an unmeasurable uncer- 
tainty. The individual, as already observed, throws his 
estimate of the value of an opinion into the probability 
form of “a successes in 6 trials” (a/b being a proper frac- 
tion) and “ feels ” toward it as toward any other probability 
situation. 

As so commonly in this subject fraught with logical 
difficulty and paradox, reservations must be made to the 
above statement. In the first place, it does not matter how 
unique the instance, if a real probability can be calculated, 
if we can know with certainty how many successes there 
would be in (say) one hundred trials if the one hundred 
trials could be made. If we know the odds against us it 
does not matter in the least whether w e place all our w-agers 
in one kind of game or in as many different games as there 
are wagers; the laws of prol)ability hold in the second case 
just as well as in the first. But in business situations it so 
rarely happens that a probability can be computed for 
a single unique instance that this qualification has less 
weight than might be supposed. However, in so far as ob- 
jective probability enters into a calculation, it is hard to 
imagine an intelligent individual considering any single 
case as absolutely isolated. The only exception would be a 
decision in which one’s whole fortune (or his life) were at 
stake. The importance of the contingency and probable 
frequency of recurrence in the individual lifetime of situa- 
tions similar in the magnitude of the issues involved should 
make a difference in the attitude assumed toward any one 
case as w^ell as the mathematical probability of success or 
failure. 
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A second reservation of more importanc*e is connected 
with tlie possibility referred to in the preceding chapter, of 
for Tiling classes of cases by grouping the decisions of a given 
person. That is, even though we do not get a quantitative 
probability by the proc‘Css of grouping, still there is some 
tendency for fluctuations to cancel out and for the result 
to approach constancy in some degree. There appear to 
be in the making of judgments the same two kinds of 
elements that we find in probability situations proper; 
i.e., (a) determinate factors (the quality of the judging 
faculty, which is more or less stable) and (b) truly acci- 
dental factors varying from one decision to another accord- 
ing to a principle of indift'erence. The difference between 
the uncertainty of an opinion and a true probability is that 
we have no means of separating the two and evaluating 
them, either by calculation a priori or by empirical sorting. 
But in the second case the diflerence is not absolute; the 
sorting method does apply to some extent, though within 
narrow limits. Life is mostly made up of uncertainties, 
and the conditions under which an error or loss in one case 
may be compensated by other cases are bafllingly complex. 
We can only say that “in so far as” one confronts a situa- 
tion involving uncertainty and deals with it on its merits 
as an isolated case, it is a matter of practical indifference 
whether the uncertainty is measurable or not. 

The problem of the human attitude toward uncertainty 
(not for the present purpose distinguishing kinds) is as 
beset with difficulties as that of uncertainty itself. Not 
merely is the human reaction to situations of this character 
apt to be erratic and extremely various from one individual 
to another, but the ‘Tiormal” reaction is subject to well- 
recognized deviations from the conduct which sound logic 
would dictate. Thus it is a familiar fact, well discussed by 
Adam Smith, that men will readily risk a small amount in 
the hope of winning a large when the adverse probability 
(known efr estimated) against winning is much in excess of 
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the ratio of the two amounts, while they commonly will 
refuse to incur a small chance of losing a larger amount for 
a virtual certainty of winning a smaller, even though the 
actuarial value of the chance is in their favor. To this bias 
must be added an inveterate belief on the part of the typi- 
cal individual in his own “luck,” especially strong when the 
basis of the uncertainty is the quality of his own judgment. 
The man in the street has little more sense of the real 
value of his opinions than he has knowledge of the “logic” 
(if such it may be called) on which they rest. In addition, 
we must consider the almost universal prevalence of super- 
stitions. Any coincidence that strikes attention is likely 
to be elevated into a law of nature, giving rise to a belief 
in an unerring “sign,” Even a mere “hunch” or “some- 
thing tells me,” with no real or imaginary basis in the 
mind of the i>erson himself, may readily be accepted as 
valid ground for action and treated as an unquestionable 
verity. 

Doubtless in the long run of history there is a tendency 
toward rationality even in men’s whims and impulses. And 
if for no other reason than the impossibility of intelligently 
dealing with conduct on any other hypothesis, we seem 
justified in limiting our discussion to rational grounds of 
action. We shall assume, then, that if a man is undergoing 
a sacrifice for the sake of a future benefit, the expected re- 
ward must be larger in order to evoke the sacrifice if it is 
viewed as contingent than if it is considered certain, and 
that it will have to be larger in at least some general pro- 
portion to the degree of felt uncertainty in the anticipa- 
tion.^ It is clearly the subjective uncertainty which is 

^ The chief limitation in fact relates less to the proposition as stated 
than to the dogma of ‘‘conduct” or activity exclusively in order to a 
future reward. Means and end seem to be the form in which we think 
about our behavior rather than the actual form of the behavior itself. 
The literature of ethics is one long record of failure to find any absolute 
end; in life every end becomes a means to some new and farther goal. The 
attempt to rationalize human behavior seems to be a perpetual chase 
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decisive in such a case, what the man believes the chances 
to be, whether his degree of confidence is based upon an 
objective probability in the situation itself or in an esti- 
mate of his own powers of prediction. We hold also that 
both the objective and subjective types may be involved 
at the same time, though no doubt most men do not carry 
their deliberations so far; the man’s opinion or j)rediction 
may be an estimate of an objective probability, and the 
estimate itself be recognized as having a certain degree of 
validity, so that the degree of felt uncertainty is a product 
of two probability ratios. It is to be emphasized again 
that practically all decisions as to conduct in real life rest 
upon opinions, and doubtless the greater part rest upon 
opinions which on scrutiny easily resolve themselves into 
an opinion of a probability — though as noted this “scru- 
tiny” may not in most cases be given to the judgment 
by the individual making it. 

The normal economic situation is of this character: 
The adventurer has an opinion as to the outcome, within 
more or less narrow limits. If he is inclined to make the 
venture, this opinion is either an expectation of a certain 
definite gain or a belief in the real probability of a larger 
one. Outside the limits of the anticij)ation any other re- 
sult becomes more and more improbable in his mind as the 
amount thought of diverges either way. Hence it is cor - 
^c*t to treat all instance s of eco nomic uncertainty as ca ses 
^choice between a smaller reward more confidently ai^ a 

l arger one less confidently anticipated . 

At the bottom outlie uncertainty problem in economic s 
i s the Forward-looking character of the economic proce ss 
itself. Goods are produced to satisfy wants; tlie production 
oTgoods requires time, and two elements of uncertainty 

after one’s own shadow, and the conclusion forces itself upon us that the 
bonum"' or any other objective ^*bonvm'' is an ignis fatuus. 
Wc are compelled to believe that in a great proportion of cases we take 
more interest in action whose fruition is only probable than we would if 
it were certain. 





238 


RISK, UNCERTAINTY, AND PROFIT 


are introduced, corresponding t o two different kinds of fo re- 
sight whi(.‘h must be exercisc^d. First, the^nd of productive 
oper ations must be estimated from the bcgimi mg. It fs 
notoriously impossible to tell a(*curately when entering 
upon productive activity what will be its results in physi- 
cal terms, what (a) quantities and (b) qualities of goods 
will result from the exj)enditure of given resources. Second, 
the wants which the goods are t o satisfy are also, of cour se, 
ill the future tO-jEe same extent, and their prediction in- 
volves uncerta inty in the same way . The producer, then, 
must esWrnaie (1) tl^e future d ema nd which he is striving 
to satisfy and ('■2) the fut ure results of his operations in 
attempting to satisfy that demand. 

It goes without saying that rational conduct strives to 
reduce to a minimum the uncertainties involved in adapt- 
ing means to ends. This does not mean, be it emphasized, 
that uncertainty as such is abhorrent to the human species, 
which probably is not true. AVe should not really prefer 
to live in a world where everything was “cut and dried,” 
which is merely to say that we should not want our activity 
to be all perfectly rational. But in attempting to act “in- 
telligently” we are attemjiting to secure adaptation, which 
means foresight, as i)erfect as possible. There is, as already 
noted, an element of paradox in conduct which is not to 
be ignored. We find ourselves compelled to strive after 
things which in a “calm, cool hour” we admit we do not 
want, at least not in fullness and perfection. Perhaps it is 
the manifest impossibility of reaching the end which makes 
it interesting to strive after it. In any case we do strive to 
reduce uncertainty, even though we should not want it 
eliminated from our lives. 

The possibility of reducing unc ertainty depends again 
on two funda mental sets of conditio^ns : First, uncertain ties 
are less in groups oT mses than in single instanc es. In the 
case of a priori probability the uncertainty tends to dis- 
appear altogether, as the group increases in inclusiveness; 
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with statistical probabilities the same tendency is manifest 
in a less degree, being limited by defectiveness of classifica- 
tion. And even the third type, true uncertainties, show 
some tendency toward regularity when grouped on tlie basis 
of nearly any similarity or common element. The second 
fa ct or set of facts making for a reduction of uncertainty is 
the difl'crences am ong human individu als in regard to i t. 
These dHTerences are of many kinds and an enumeration of 
them will be undertaken presently. We may note here 
that they may be differences in the men themselves or 
differences in their position in relation to the problem. We 
may call the two fundamental methods of dealing with 
uncertainty, based respectively ui)on reduction by group- 
ing and upon selection of men to “bear’’ it, “consolida- 
tion” ^ and “specialization,” respectively. To these two 
methods we must add two othe rs wliicli are so ob yiaus as 
hardly to call for discussion: (3) c ontrol of the fut ure, ^nd 
(4) increased powe^r of pred iction. Tliese are closely inter- 
related, since the chief practical significance of knowledge 
is control, and both are closely identified with the gtmeral 
progress of civilization, the improvement of technology 
and the increase of knowledge. Possibly a fifth method 
should be named, the “diffusion” of the consequences of 
untow^ard contingencies. Other things equal, it is a gain 
to have an event cause a loss of a thousand dollars each to a 
hundred persons rather than a hundred thousand to one 
person; it is better for two men to lose one eye than for one 
to lose two, and a system of production which wounds a 
larger number of workers and kills a smaller number is to 
be regarded as an improvement. In practice this diffusion 
is perhaps always associated with consolidation, but there 
is a logical distinction between the two and they may be 
practically separable in some cases. We must observe also 

* Professor Irvin#? Fisher’s term {The Naivre of Capital and Income^ 
p. 288 ). I should prefer simply “grouping” as both shorter and more 
descriptive. 
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that consolidation and specialization are intimately con- 
nected, a fact which will call for repeated emphasis as we 
proceed. In addition to these methods of dealing with un- 
certainty there is (6) t he possibility of d i recting industri al 
activi^ more or les.^^ which a minimal amoun t 

oTuncertainty is invol v ed and avoiding those i n vohdng a 
greater degree. 

One of the most immed iate and m ost important con se- 
quences of uncertainty in econo mics mav he disp osed of as 
a prelimi nary to a detailed technic ^^i The es- 

sence of organized economic iictivity is the production by 
certain persons of goods which will be used to satisfy the 
wants of other persons. The first question which arises 
then is, which of these groups in any particular case, pro- 
ducers or consumers, shall do the foreseeing as to the future 
wants to be satisfied. It is perhaps obvious that the func- 
tion of prediction in the technological side of production 
itself inevitably devolves upon the producer. At first sight 
it would appear that the consumer should be in a better 
position to anticipate his own wants than I he producer to 
anticipate them for liini, but we notice at once that this is 
not what takes place. The primary jihase of economic or- 
ganizaiion is the production of goods for a general market, 
not upon direct order of the consumer. With uncerta inty 
absent it would be immaterial whether Uie exchange , of 
goods preceded or f ollowed ac^tual production . With un- 
certainty (in the two fields, production and wants) j^sent 
it Is s till conceivable that men might exchange proSucFive 
services insteacTor prodOTT^.^IBri^^ orunce rtamty 

operates to bring about a di ffer ent re sult. To begin with, 
modern society is organized on the theory (wdiatever the 
facts, about which some doubt may be expressed) that 
men predict the future and adapt their conduct to it more 
effectively when the results accrue to themselves than 
when they accrue to others. The responsibilities of con- 
trolling production thus devolve upon the producer. 
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But the consumer does not even contract for his goods in 
advance, generally speaking. A part of tlie reason might 
be the consumer’s uncertainty as to his ability to pay at 
the end of the period, but this does not seem to be impor- 
tant in fact. The main reason is that he does not know 
what he will want, and how much, and how badly; conse- 
quently he leaves it to producers to create goods and hold 
them ready for his decision when the time comes. The cli^ 
tc^he apparent paradox is, of course, i n the *Taw of hy ge 
numbers,” tEe consolidation of risk s (or uncertainties). 
The consumer is, to himselh oril y one; to the producer lie is a 
inhere mul titude in whichjndividuality is lost. It turns out 
that an outsider can foresee thelvaiits of^ multitude with 
more ease and accuracy than an individual can attain with 
res])cct to his own. This phenomenon gives us the most 
fundamental feature of the economic system^ 'producti on 
f or a m ar kets and hen ce also the general character of the 
environment in relation to vdiu h tlie efTccis of uncertainty 
are To f u r tlicr in vcsli gaTed! BeforcTciihTrmir^^ in- 
quiry into other phases an^ methods of the consolidation 
of risks, we shall turn briefly to consider the differences 
among individuals in their attitudes and reactions toward 
measurable or unmeasurable uncertainty. 

We assume, as already observed, that although life is no 
doubt more interesting when conduct involves a certain 
amount of uncertainty, — the proper amount varying with 
individuals and circumstances, — yet that men do actually 
strive to anticipate the future accurately and adapt their 
conduct to it. In this respect we may distinguish at least 
five variable elements in individual attributes and capaci- 
ties. (1) Men differ in their capacity by perception and 
inference to form correct judgments as to the future course 
of events in the environment. This capacity, furthermore, 
is far from homogeneous, some persons excelling in fore- 
sight in one kind of problem situations, others in other 
kinds, in» almost endless variety. Of especial importance 
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is the variation in the power of reading human nature, of 
forecasting the conduct of other men, as contrasted with 
scientific judgment in regard to natural phenomena. (2) 
Another, though related, diflerence is found in men’s ca- 
pacities to judffc means and discern and i)lan the steps 
and adjustments necessary to meet the anticipated future 
situation. (3) There is a similar variation in the power to 
execute the plans and adjustments believed to be requisite 
and desirable. (4) In addition there is diversity in conduct 
in situations involving uncertainty due to differences in 
the amount of confidence which indi\ idiials feel in their 
judgments when formed and in their powers of execution; 
this degree of confidence is in large measure inde])endent 
of the “true value” of the judgments and powders them- 
selves. (5) Distinct from confidence felt is the conative 
aititude to a situation upon w4uch judgment is passed with 
a given degree of confidence. It is a familiar fact that some 
individuals want to be sure and will hardly “take chances” 
at all, while others like to w^ork on original hyj)otheses and 
seem to prefer rather than to shun uncertainty. It is 
common to see people act on assumptions in wiays which 
their own opinions of the value of the assumption do not 
warrant; there is a disposition to “trust in one’s luck.” 

The amount of uncertainty effective in a conduct situa- 
tion is the degree of subjective confidence felt in the contem- 
plated act as a correct adaptation to the future — num})er 
4 above. It is clear that we may speak in some sense of the 
“true value” of judgment and of capacity to act, but it is 
the person’s own opinion of these values w^hich controls his 
activities. Hence the five variables are, from the standpoint 
of the person concerned, reduced to two, the (subjective 
or felt) uncertainty and his conative feeling toward it. For 
completeness we should perhaps add a sixth uncertainty 
factor, in the shape of occurrences so revolutionary and un- 
expected by any one as hardly to be brought under the 
category of an error in judgment at all. 
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In addition to the above enumeration of five or six dis- 
tinct elements in the uncertainty situation we must point 
out that the first three variables named are themselves not 
simple. Judgment or foresight and the capacity for plan- 
ning and the ability to execute action are each the prod- 
uct of at least four distinguishable factors, in regard to 
which the faculties in question may vary independently. 
These are (a) accuracy, (b) promptness or speed, (c) time 
range, and (d) space range, of the capacity or action. The 
first two of these require no explanation; it is evident that 
accuracy and rapidity of judgment and execution are more 
or less independent endowments. The third refers to the 
length of time in the future to which conduct is or may be 
adjusted, and the fourth to the scope or magnitude of the 
situation envisaged and the operations planned. Familiar 
also is the difference between individuals who have a mind 
for detail and those who confine their attention to the 


larger outlines of a situation. Even this rather complex 
outline is extremely simplified as compared with the facts of 
life in tliat it compasses only a rigidly ‘‘static’’ view of the 
problem. Quite as important as differences obtaining at 
any moment among individuals in regard to the attributes 
mentioned are their differences in capacity for change or 
develojjment along the various lines. Knowledge is more a 
matter of learning than of the exercise of absolute judg- 
ment. Learning requires time, and in time the situation 
dealt with, as well as the learner, undergoes change. yxv*' 
We have classified the possible reactions to uncertainty 
under some half-dozen heads, each of which gives rise to 
special problems, though the social structures for dealing 
with these problems overlap a good deal. The most funda- 
mental facts regarding uncertaintv from our noint of view 


are, first, the possibility of reducing it in amount by group- 


,iie ditierenccs in individuals in 


relation t o uncertainty, giving rise to a tendency to spe- 
ciali Se^TEelfun^ of m eeting it in the hands of certain 
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individuals and c lasses. The most fundamental effect of 
uncertainty on the social-economic organization — produc- 
tion for a gener al marke t on the producer's respon sihility 
— has already been taken up; it is primarily a case of re- 
duction of uncertainty by consolidation or grouping of cases. 
In the mere fact of production for a market, there is little 
specialization of uncertainty-bearing, and what there is is 
on a basis of the producer's position in relation to the prob- 
lem, not his peculiar characteristics as a man. To isolate 
the phenomenon of production for a market from other 
considerations we must i)icture a pure “handicraft stage” 
of social organization. In such a system ever}^ individual 
would be an independent producer of some one finished 
commodity, and a consumer of a great variety of products. 
The late Middle Ages afford a picture of an approxima- 
tion to such a state of affairs in a part of the industrial 
field. 

The approximation is rather remote, however. A handi- 
craft organization shows an irresistible tendency to pass 
over, even before well established, into a very different 
system, and this further development is also a consequence 
of the presence of uncertainty. The second system is tliat 
of “free enterprise” which we find dominant to-day. The 
difference between free enterprise and mere production for 
a market represents the addition of specialization of un- 
certainty-bearing to the grouping of uncertainties, and 
takes place under pressure of the same problem, the antici- 
pation of wants and control of production with reference 
to the future. Under free enterprise the solution of this 
problem, already removed from the consumer himself, is 
further taken out of the hands of the great mass of produc- 
ers as well and placed in charge of a limited class of “entre- 
preneurs” or “business men.” The bulk of the producing 
population cease to exercise responsible control over pro- 
duction and take up the subsidiary role of furnishing pro- 
ductive resources (labor, land, and capital) to the entre- 
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preneur, placing them under his sole direction for a fixed 
contract price. 

We shall take up this j^henomenon of free enterprise for 
detailed discussion in the next chapter, though we may 
note here two further facts regarding it; first, the “spe- 
cialization” of uncertainty -bearing in the hands of entre- 
preneurs involves also a further consolidation; and, second, 
it is closely connected with changes in technological meth- 
ods ^ich (a) increase the time lengtli of the production 
process and corre^bridihgly increase th e linc'^ tainfy^in- 
vT^Tve^aj^ (b) fornTpi ^uc^sTn to^T^^ working 

together in a single establishment or proclucftive enterprise 
and hej^e. ne c essita tes concentration of cont roinrhe re- 
mainder of the present chapter will be devoted to a survey 
of the social structures evolved for dealing with uncertainty. 
Some of the phenomena will thus be finally disposed of, 
so far as the present work is concerned, especially those 
which already liave a literature of their own and whose 
general bearings and place in a systematic treatment of 
uncertainty alone call for notice here. Other problems will 
be merely sketched in outline and reserved for fuller treat- 
ment in subsequent chapters, as has just been done with 
the subject of entrepreneurship. 

Following the order of the classification already given of 
methods of dealing with uncertainty, the first subject for 
discussion is the institutions or special phenomena arising 
from the tenden cy t o (lca j_ with unc ertainty by consolida- 
tion. The most obvious and best known of these devices is^ 
" oFcourse. wF ^ready been rep^t^dTyTr«Sf 

as an illustration of the principle of eliminat ing uncertaiiity 
by dealing with groups of cases instead of individual ca ses. 
In our discussion of the theory of uncertainty in the forego- 
ing chapter and at other points in the study we have em- 
phasized the radical difference between a measurable and 
an unmeasurable uncertainty. Now measurability depends 
on the possibility of assimilating a given situation to a 
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group of similars and finding the proportions of the mem- 
bers of the group which may be expected to exhibit the 
various possible outcomes. This assimilation of cases into 
classes may be exceedingly accurate, and the proportions 
of the various outcomes may be computal)le on a priori 
grounds by the application of the theory of permutations 
and combinations to determine the possible groupings of 
equally probable alternatives; but this rarely if ever happens 
in a practical business situation. The c^lassification will be 
of all degrees of precision, but the fiscertainment of pro- 
portions must be empirical. Tlie aj)plication of the in- 
surance principle, converting a larger contingent loss into a 
smaller fixed charge, dej>ends upon the measurement of 
probability on the basis of a fairly accurate grouping into 
classes. It is in general not enough that the insurer who 
takes the “risk” of a large number of cases be able to pre- 
dict his aggregate losses with sufficient accuracy to quote 
premiums which will keep his business solvent while at the 
same time imposiijg a burden on the insurer wliidi is not 
too large a fraction of his contingent loss. In addition he 
must be able to present a fairly plausible contention that 
the particular insured is contributing to the total fund out 
of which losses arc paid as t hey accrue in an amount corre- 
sponding reasonably well with his real probability of loss; 
i.e., that he is bearing his fair share of the burden. 

The difficulty of a satisfactory logical discussion of the 
questions we are dealing with has repeatedly been em- 
phasized, due to the fact that distinctions of the greatest 
importanc^e tend to run together through intermediate 
degrees and become blurred. This is conspicuously the case 
with the measurability of uncertainty through classifica- 
tion of instances. We hardly find in practice really homo- 
geneous classifications (in the sense in which mathematical 
probability implies, as in the case of successive throws of a 
perfect die) and at the other extreme it is hard to find cases 
which do not admit of some possibility of assimilation into 
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groups and hence of measurement. Indeed, the very con- 
cej)t of contingency seems to preclude absolute uniqueness 
(as for that matter there is doubtless nothing absolutely 
unique in the universe). For to say that a certain event is 
contingent or “possible” or “may happen” a})pears to be 
equivalent to saying that "\mck things ” have been knowm to 
happen before, and the “such things” manifestly consti- 
tute a class of cases formed on some ground or other. The 
princif)al subject for investigation is thus the degree of 
assiniilability, or the amount of homogeneity of classes 
securable, or, stated inversely, the degree of uniqueness of 
various kinds of business contingencies. Insurance deals 
with those which are “fairly” classifiable or show a rela- 
tively low degree of uniqueness, but the different branches 
of insurance show a wide range of variation in the accuracy 
of measurement of probability which they secure. 

Before taking up various types of insurance we may note 
in passing a point which it is superfluous to elaborate in 
this connection, namely, that different forms of organiza- 
tion in the insurance field all operate on the same principle. 
It matters not at all whether the persons liable to a given 
contingency organize among themselves into a fraternal or 
mutual society or whether they separately contract with 
an outside party to bear their losses as they fall in. Under 
competitive conditions and assuming that the probabilities 
involved are accurately known, an outside insurer will make 
no clear profit and tlie premiums will under either sys- 
tem be equal to the administrative costs of carrying on the 
business. 

The branch of insurance which is most highly developed, 
meaning that its contingencies are most accurately meas- 
ured because its classifications are most perfect, and which 
is thus on the most nearly “mathematical” basis is, of 
course, what is called “life insurance.” (In so far as it is 
“insurangs” at all, and not a mere investment proposition, 
it is clear that it is insurance against “premature” loss of 
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earning power, and not against death.) It is possible, on 
the basis of medical examinations, and taking into account 
age, sex, place of residence, occupation, and habits of life, 
to select “risks’* which closely approximate the ideal of 
mechanical probability. The chance of death of two 
healthy individuals similarly circumstanced in the above 
regards seems to be about as near an objective equality, 
the life or death of one rather than the other about as nearly 
really indeterminate, as anything in nature. To be sure, 
when we pass outside the relatively narrow circle of “nor- 
mal” individuals, difficulties arc encountered, but the ex- 
tension of life insurance outside this circle has also been 
restricted. Some development has taken place in the insur- 
ance of sub-standard lives at higher rales, but it is limited 
in amount and could be characterized as exceptional.^ 

The very opposite situation from life insurance is found 
in insurance against sickness and accident. Here an ob- 
jective description and classification of cases is impossible, 
the business is fraught with great difficulties and suscepti- 
ble of only a limited development. It is notorious that such 
policies cost vastly more than they should; indeed, the 
companies find it profitable to adof)! a generous attitude in 
the adjustment of claims, raising the premium rates ac- 
cordingly, it is needless to say. Accudent compensation for 
workingmen, under social control, is on a somewhat better 
footing, but only on condition that the payments are re- 

^ It would be out of place here to go into the social aspects of life in- 
surance, but one observation may be worth making. From the social 
point of view it is arguable that all classiGc^ation of risks is a bad thing, 
except in so far as the special hazard is purely occupational and the cost 
of carrying it can be transferred to the consumer of the product. It is 
hard to discover any good reason why the unfortunate should be especially 
burdened because of their handicaps. It would, therefore, be better if all 
were insured at a uniform rate. Indeed, we may go farther and contend 
that the rate should be graduated inversely with the risk (occupational 
risks excepted, as noted). It goes without saying that only a state com- 
pulsory insurance scheme could operate on any such principles; under 
private proGt incentives, competition will compel any insurance agency to 
classify its risks as accurately and minutely as practicable. 
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stricted to not too large a fraction of the actual economic 
loss to the individual, with nothing for discomfort, pain, or 
inconvenience. In the whole field of personal, physical con- 
tingencies, however, there is nothing that is strictly of the 
nature of a “business risk,” unless it be the now happily 
obsolescent phenomenon of commercial employers’ liability 
insurance. 

The typical application of insurance to business hazards 
is in the protection against loss by fire, and the theory of 
fire insurance rates forms an interesting contrast with the 
actuarial mathematics of life insurance. The latter, as we 
have observed, is a fairly close approximation to objective 
probability; it is in fact so close to this ideal that life in- 
surance problems are worked by the formulae derived from 
the binomial law, in the same way as problems in mechan- 
ical probability. Fire insurance rating is a very different 
pro})osition; only in rather recent years has any approach 
been made to the formation of fairly homogeneous classes 
of risks and the measurement of real probability in a par- 
ticular case. At best there is a large field for the exercise 
of “judgment “ even after literally thousands of classes of 
risks have been more or less accurately defined.^ More im- 
portant is the fact that, in conseciuence, insurance does not 
take care of the whole risk against loss by fire. On account 
of the “moral hazard” and practical difiicjultics, it is nec- 
essary to restrict the amount of insurance to the “direct 
loss or damage” or even to a part of that, while of course 
there are usually large indirect losses due to the interrup- 
tion of business and dislocation of business plans which are 
entirely unprovided for. Thus there is a large margin of 
uncertainty both to insurer and insured, in consequence 
of the impossibility of objectively homogeneous groupings 
and accurate measurement of the chancre of loss. Corre- 
sponding to this margin of uncertainty in the calculations 
there is a chance for a profit or loss to either party, in 
^ Cf. Huebner, Property Insurance^ chaps, xvi, xvii. 
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connection with the fire hazard. The probabilities in the 
cawse of fire are, of course, complicated by the fact that risks 
are not entirely independent. A fire once started is likely 
to spread and there is a tendency for losses to occur in 
groups. In so far, however, as fire losses in the aggregate 
are calculable in advance, they are or may be converted 
into fixed costs by every individual exposed to the possi- 
bility of loss, and in so far no profit, positive or negative, 
will be realized by any one on accouni of this uncertainty 
in his business. 

The principle of insurance has also been utilized to pro- 
vide against a great variety of business hazards other than 
fire — the loss of ships and cargoes at sea, destruction of 
crops by storms, theft and burglary, embezzlement by 
employees (indirectly through bonding, the employee do- 
ing the insuring), payment of damages to injured em- 
ployees, excessive losses through credit extension, etc. 
The unusual forms of policies issued by some of the Lloyd’s 
underwriters have attained a certain amount of publicity 
as popular curiosities. These various types of contingencies 
offer widely divergent possibilities for “scientific'’ rate- 
making, from something like the statistical certainty of 
life insurance at one extreme to almost pure guesswork at 
the other, as when Lloyd's insures the business inter- 
ests concerned that a royal coronation will take place as 
scheduled, or guarantees the weather in some place having 
no records to base calculations upon. Even in these ex- 
treme cases, however, there is a certain vague grouping of 
cases on the basis of intuition or judgment; only in this 
way can we imagine any estimate of a probability being 
arrived at. 

It is therefore seen that the insurance principle can be 
applied even in the almost complete absence of scientific 
data for the computation of rates. If the estimates are 
conservative and competent, it turns out that the pre- 
miums received for insuring the most unique contingen- 
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cies cover the losses; that there is an offsetting of losses and 
gains from one venture to another, even when there is no 
discoverable kinship among the ventures themselves. The 
point seems to be, as already noticed, that the mere fact 
that judgment is being exercised in regard to the situations 
forms a fairly valid basis for assimilating them into groups. 
Various instances of the exercise of (fairly competent) 
judgment even in regard to the most heterogeneous prob- 
lems, show a tendency to approach a constancy and pre- 
dictability of result when aggregated into groups. 

The fact which limits the application of the insurance 
principle to business risks generally is not therefore their 
inherent uniqueness alone, and the subject calls for further 
examination. This task will be undertaken in detail in the 
next chapter, which deals with entrepreneurship. At this 
point we may anticipate to the extent of making two 
observations: first, the typical uninsurable (because un- 
measurable and this because unclassiflable) business risk 
relates to the exercise of judgment in tlie making of de- 
cisions by the business man; second, although such es- 
timates do tend to fall into groups within which fluctuations 
cancel out and hence to apj)roach constancy and measur- 
ability, this hap])eiis only after the fact and, especially in 
view of the brevity of a man's active life, can only to a 
limited extent be made the basis of prediction. Further- 
more, the classification or grouping can only to a limited 
extent be carried out by any agency outside the person 
himself who makes the decisions, because of the peculiarly 
obstinate connection of a moral hazard with this sort of 
risks. The decisive factors in the case are so largely on the 
inside of the person making the decisions that the “in- 
stances’* are not amenable to objective description and 
external control. 

Manifestly these difficulties, insuperable when the 
“consolidation’' is to be carried out by an external agency 
such as an insurance company or association, fall away in 
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so far as consolidation can be effected within the scale of 
operations of a single individual; and the same will be true 
of an organization if responsibility can be adequately 
centralized and unity of interest secured. The possibility of 
thus reducing uncertainty by transforming it into a meas- 
urable risk through grouping constitutes a strong incentive 
to extend the scale of operations of a business establishment. 
This fact must constitute one of the important causes of the 
phenomenal growth in the average size of industrial es- 
tablishments which is a familiar characteristic of modern 
economic life. In so far as a single business man, by bor- 
rowing capital or otherwise, can extend the scope of his 
exercise of judgment over a greater number of decisions or 
estimates, there is a greater probability that bad guesses 
will be offset by good ones and that a degree of constancy 
and dependability in the total results will be achieved. In 
so far uncertainty is eliminated and the desideratum of 
rational activity realized. 

Not less important is the incentive to substitute more 
effective and intimate forms of association for insurance, so 
as to eliminate or reduce the moral hazard and make possi- 
ble the application of the insurance principle of consolida- 
tion to groups of ventures too broad in scope to be ‘‘swung’’ 
by a single enterpriser. Since it is capital which is especially 
at risk in operations based on opinions and estimates, the 
form of organization centers around the provisions relating 
to capital. It is undoubtedly true that the reduction of 
risk to borrowed capital is the principal desideratum lead- 
ing to the displacement of individual enterprise by the 
partnership and the same fact with reference to both 
owned and borrowed capital explains the substitution of 
corporate organization for the partnership. The superior- 
ity of the higher form of organization over the lower from 
this point of view consists both in the extension of the 
scope of operations to include a larger number of indi- 
vidual decisions, ventures, or “instances,” and in the 
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more effective unification of interest which reduces the 
moral hazard connected with the assumption by one per- 
son of the consequences of another person's decisions. 

The close connection between these two considerations is 
manifest. It is the special ‘'risk” to which large amounts 
of capital loaned to a single enterpriser are subject which 
limits the scope of operations of this form of business unit 
by making it impossible to secure the necessary property 
resources. On the other hand, it is the inefficiency of or- 
ganization, the failure to secure effective unity of interest, 
and the consequent large risk due to moral hazard when a 
partnership grows to considerable size, which in turn limit 
its extension to still larger magnitudes and bring about the 
substitution of the corporate form of organization. With 
the growth of large fortunes it becomes possible for a 
limited number of persons to carry on enterprises of greater 
and greater magnitude, and to-day wc find many very 
large businesses organized as partnerships. Modifications 
of partnership law giving this form more of the flexibility 
of the corporation with reference to the distribution of 
rights of control, of particii)ation in income, and of title to 
assets in case of dissolution have also contributed to this 
change. 

With reference to the first of our tw^o points above men- 
tioned, the extension of the scope of operations, the cor- 
poration may be said to have solved the organization prob- 
lem. There appears to be hardly any limit to the magnitude 
of enterprise which it is possible to organize in this form, so 
far as mere ability to get the public to buy the securities is 
concerned. On the second score, however, the effective 
unification of interests, though the corporation has ac- 
complished much in comparison with other forms of organi- 
zation, there is still much to be desired. Doubtless the 
task is impossible, in any absolute sense; nothing but a 
revolutionary transformation in human nature itself can 
apparently solve this problem finally, and such a change 
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would, of course, obliterate all moral hazards at once, with- 
out organization. In the meanwhile the internal problems 
of the corporation, the protection of its various types of 
members and adherents against each other’s predatory 
propensities, are quite as vital as the external problem of 
safeguarding the public interests against exploitation by 
the corporation as a unit.^ 

Another important aspect of the relations of corporate 
organization to risk involves what we have called ‘‘diffu- 
sion” as well as consolidation. The minute divisibility 
of ownership and ease of transfer of shares enables an 
investor to distribute his holdings over a large number of 
enterprises in addition to increasing the size of a single 
enterprise. The effect of this distribution on risk is evi- 
dently twofold. In the first x)lace, there is to the investor a 
further offsetting through consolidation; the losses and 
gains in different corporations in which he owns stock must 
tend to cancel out in large measure and provide a higher 
degree of regularity and predictability in his total returns. 
And again, the chance of loss of a small fraction of his 
total resources is of less moment even })rox)ortionally than 
a chance of losing a larger j^art. 

There are other aspects of the question which must be 
passed over in this summary view. Doubtless a signifi- 
cant fact is the greater puldicity attendant upon the or- 
ganization, resources, and operations of a corporation, 
due to its being a creature of the State and to legal safe- 
guards. It must be erai>hasizcd that this type of organiza- 
tion actually reduces risks, and does not merely transfer 
them from one party to another, as might seem at first 
glance to be the case. Su^jerficial discussions of limited 

^ Haney (Ihisiness Organization and Combinaiion, chap, xxiii) uses the 
terms ''The Corporation Problem” and “The Trust Problem” to desig- 
nate what I have called the “internal” and “external” problems respec- 
tively. Tic properly emphasizes the importance of the former in view of 
the tendency of the evils of monopoly, etc., to overshadow it in the pop- 
ular mind and in much of the literature of the subject. 
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liability tend to give the impression, or at least leave the 
way open to the conclusion, that this is the main advantage 
over the partnership. But it must be evident that the 
mere fact of limited liability only serves to transfer losses 
in excess of invested resources from the owners of the con- 
cern to its creditors; and if this were the only effect of in- 
corporation, the loss in credit standing should offset the 
gain in security to the owners. The vital facts arc the two- 
fold consolidation of risks, together with greater publicity, 
and diffusion in a minor role, not really separable from the 
fact of consolidation. 

It is particularly noteworthy that large-scale organiza- 
tion has shown a tendency to grow in fields where division 
of labor is al)sent and consolidation or grouping of uncer- 
tainties is th(' ])rinci])al incentive. Occupations in which 
the work is of an occasional and intermittent character 
tend to run into partnershij)s and even corporations where 
there is no caj)ilal investment, or relatively little, and the 
members work inde])endently at identical tasks. Examples 
are the syndicating of detectives, stenographers, and even 
lawyers and doctors. 

The second of the two main principles for dealing with 
uncertainty is Specialization. The most im^)ortant in- 
strument in modern economic so ciety for the specializa- 
tion of uncertainty, after the institution of free~enterprise 
iti^ Is S pecid ation. 17iis phenomenon alscT^ combines 
different principles, and the mere specialization of uncer- 
tainty-bearing in the hands of persons most willing to as- 
sume the function is probably among the lesser rather than 
the greater sources of gain. It seems best to postpone for 
the present a detailed theoretical analysis of the factors 
of specialization of uncertainty-bearing in the light of the 
many ways in which individuals differ in their relations to 
uncertainty; this discussion will be taken up in the next 
chapter, in connection with the treatment of enterprise and 
entrepreneurship. At this point we wish merely to em- 
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phasize the association in several ways between specializa- 
tion and actual reduction of uncertainty. 

Most fundamental among these effects in reducing un- 
certainty is its conversion into a measured risk or elimina- 
tion by grouping Avhich is implied in the very fact of special- 
ization. The typical illustration to show the advantage of 
organized speculation to business at large is the use of the 
hedging contract. By this simple device the industrial 
producer is enabled to eliminate the chancre of loss or gain 
due to changes in the value of materials used in his opera- 
tions during tlie interval between the time he purchases 
them as raw materials and the time he disposes of them as 
finished product, ‘‘shifting” this risk to the professional 
speculator. It is manifest at once that even aside from 
any superior judgment or foresight or better informa- 
tion possessed by such a professional speculator, he gains 
an enormous advantage from the sheer magnitude or 
breadth of the scope of his operations. Where a single 
flour miller or cotton spinner would be in the market 
once, the speculator enters it hundreds or thousands of 
times, and his errors in judgment must show a corre- 
spondingly stronger tendency to cancel out and leave him 
a constant and predictable return on his operations. 

The same reasoning holds good for any method of 
specializing uncertainty-bearing. Specialization implies 
concentration, and concentration involves consolidation; 
and no matter how lieterogeneous the “cases” the gains 
and losses neutralize each other in the aggregate to an ex- 
tent increasing as the number of cases thrown together is 
larger. Specialization itself is primarily an application of 
the insurance principle; but, like large-scale enterprise, it 
grows up to meet uncertainty situations where, on account 
of the impossibility of objective definition and external con- 
trol of the individual ventures or uncertainties, a “moral 
hazard” prevents insurance by an external agency or a 
loose association of venturers for this single purpose. 
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Besides organized speculation as carried on in connection 
with produce and security exchanges, the principle of 
specialization is exemplified in the tendency for the highly 
uncertain or speculative aspects of industry to become 
sci)arated from the stable and })redictable aspects and be 
taken over by difl'erent establishments. This is, of course, 
what has really taken place in the ordinary form of spec- 
ulation already noticed, namely, the separation of the 
marketing function from the technological side of produc- 
tion, the former being much more speculative than the 
latter, A separation perhaps equally significant in modern 
economic life is that which so commonly takes place be- 
tween the establishment or founding of new enterprises and 
their operation after they are set going. To be sure, by no 
means all the business of promotion comes under this head, 
but still the tendency is manifest. A part of the investors 
in promoted concerns look to the future earnings from 
regular operations for their return, but a large part expect 
to sell out at a profit after the business is established, and 
to devote their capital to some new venture of the same 
sort. A considerable and increasing numl)er of individual 
promoters and corporations give their exclusive attention 
to the launching of new enterprises, withdrawing entirely 
as soon as the prospects of the business become fairly deter- 
minate. The gain from arrangements of this sort arises 
largely from the consolidation of uncertainties, their con- 
version by grouping into measured risks wliich are for the 
group of cases not uncertainties at all. Such a promoter 
takes it as a matter of course that a certain proportion of 
his ventures will be failures and involve heavy losses, 
while a larger proportion will be relatively unprofitable, 
and counts on making his gains from the occasional con- 
spicuous successes. That is — to face frankly that para- 
doxical element which is really involved in such calcula- 
tions — he does not “expect” to have his “expectations” 
verified by the results in every case; the expectations on 
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which he really counts are based on an average, on an "‘es- 
timate” of the long-run value of his “estimates.” The 
specialization in the speculative phase of the business en- 
ables a single man or firm to deal with a larger number of 
ventures, and is clearly a mode of applying the same prin- 
ciple which underlies ordinary insurance. 

Other illustrations of the same phenomenon will come 
to the reader’s mind. Industries whicli utilize land whose 
value is largely sj)eculative are more likely to rent rather 
than own their sites where the nature of the utilization 
makes such a procedure practicable. Even expensive 
machines and articles of equipment of other sorts, owner- 
ship of which involves heavy risks to a small concern, may 
be rented instead of bought outright. The owner of leased 
land or equipment is j)resumably a specialist in that sort of 
business and his risks are reduced by the grouping of a 
larger number of ventures. 

Other advantages of sj)ecia lization of sj) eculati ve fun c- 
tions in add iti^to the rediKiion of uncertainty throug h 
Consoli dation are manifest , and no intention of belittling or 
concealing them is implied in the separation of the latter 
aspect of the case in the foregoing discussion. It is ap})arent 
in particular that the specialist in any line of risk-taking 
naturally knows more about the problem with which he 
deals than would a venturer who dealt with them only 
occasionally. Hence, since most of these uncertainties 
relate chiefly to the exercise of judgment, the uncertainty 
itself is reduced by this fact also. There is in this respect a 
fundamental difference between the speculator or promoter 
and the insurer, which must be kept clearly in view. The 
insurer knows more about the risk in a particular case — 
say of a building burning — but the real risk is no less be- 
cause he assumes it in that particular case. His risk is less 
only because he assumes a large numl)er. But the trans- 
fer of the“risk” of an error in judgment is a very differ- 
ent matter. The “insurer” (entrepreneur, speculator, or 
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promoter) now substitutes his own judgment for the judg- 
ment of the man who is getting rid of the uncertainty 
through transferring it to the specialist. In so far as his 
knowledge and judgment are better, which they almost 
certainly will be from the mere fact that he is a specialist, 
the individual risk is less likely to become a loss, in addition 
to the gain from grouping. Idiere is better management, 
greater economy in the use of economic resources, as well 
as a mere transformation of uncertainty into certainty. 

The problem o f mee ting uncert ainty thus passes in - 
evita bly into the generJ ^problmn of management, of 
eco nomic cont rol^. T he fundamenTaT unccrtainties"Qrec o- 
noinic Efe are the errors in predi cting the future and in 
maki ng pf^nt adju stments to fiTfuture conditions. In so 
far as ignorance of tlie future is due to practicS indeter- 
minateness in nature itself we can only appeal to the law of 
large numbers to distribute the losses, and make them 
calculable, not to reduce them in amount, and this is only 
possible in so far as the contingencies to be dealt with 
admit of assimilation into homogeneous groups; i.e., in so 
far as they repeat themselves. When our ignorance of the 
future is only partial ignorance, incomplete knowledge and 
imperfect inference, it becomes impossible to classify in- 
stances objectively, and any changes brought about in the 
conditions surrounding the formation of an opinion are 
nearly sure to affect the intrinsic value of the opinion it- 
self. This is true even of the method of grouping by extend- 
ing the scale of operations of a single entrepreneur, for the 
quality of his estimates will not be independent of the 
number he has to make and the mass of the data involved. 
But it is especially true of grouping by specialization, as 
we have seen. The inseparability of the uncertainty prob- 
lem and the managerial problem will be especially impor- 
tant in the discussion (in the next chapter) of entrepreneur- 
ship, which is the characteristic phenomenon of modern 
economic* organization and is essentially a device for 
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specializing uncertainty-bearing or the improvement of 
economic control. The relation between management, 
which consists of making decisions, and taking the conse- 
quences of decisions, which is the most fundamental form 
of risk-taking in industry, will be found to be a very intri- 
cate as well as intimate one. When the sequence of control 
is followed through to the end, it will be found that from 
the standpoint of the ultimately responsible manager, the 
two functions are always inseparable. 

We are thus brought naturally around to a discussion of 
the most thoroughgoing methods of dealing with uncer- 
tainty; i.e., by securing better knowledge of and control 
over the future. As previously observed, however, these 
methods represent merely the objective of all rational 
conduct from the outset, and they call for discussion in 
such a work as the present only in so far as they affect the 
general outline of the social economic structure. Thus it is 
fundamental to the entrepreneur system that it tends to 
promote better management in addition to consolidating 
risks and throwiiig them into the hands of those most dis- 
posed to assume them. The only further comment here 
called for is to point out the existence of highly specialized 
industrial structures performing the functions of furnish- 
ing knowledge and guidance. 

One of the principal g ains through organized spec ulation 
is the provi sion qf_^ information on business con ditions, 
milking possible mo re intelligent forecas ting of market 
cEangSr Not merely do the market associatTons or ex- 
changesand their members engage in this work on their 
own account. Its importance to society at large is so well 
recognized that vast sums of public money are annually 
expended in securing and disseminating information as to 
the output of various industries, crop conditions, and the 
like. Great investments of capital and elaborate organiza- 
tions are also devoted to the work as a private enterprise, 
on a profit-seeking basis, and the importance of trade 
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journals and statistical bureaus and services tends to in- 
crease, as does that of the activities of the Government in 
this field. The collection, digestion, and dissemination in 
usable form of economic information is one of the stagger- 
ing problems connected with our modern large-scale social 
organization. It goes without saying that no very satis- 
factory solution of this problem has l>een acliieved, and it 
is safe to predict that none will be found in the near future. 
But all these specialized agencies for the supply of informa- 
tion help to bridge the wide gap between what the individ- 
ual business manager knows or can find out by the use of 
his own resources and what he would have to know to con- 
duct his business in a perfectly intelligent fashion. Their 
output increases the value of the intuitive “judgments” 
on the basis of which his decisions are finally made after 
all, and greatly extends the scope of the environment in 
relation to which he can more or less intelligently react. 
The foregoing relates chiefly to th e production side of 
the problem of economic inforinationTlirthe fielST of in- 
formation Tor consumers, weTia"veTlie still more staggering 
development of adverUsing. ThrsHcbm pteY~j5he^ 
cannot be discussed in detail here, beyond pointing out its 
connection with the fact of ignorance and the necessity of 
knowledge to guide conduct. Only a part of advertising is 
in any proper sense of the term informative. A larger part 
is devoted to persuasion, which is a different thing from 
conviction, and perhaps the stimulation or creation of new 
wants is a function distinguishable from either. In addi- 
tion to advertising, most of the social outlay for education 
is connected with informing the population about the 
means of satisfying wants, the education of taste. The 
outstanding fact is that the ubiquitous presence of uncer- 
tainty permeating every relation of life has brought it 
about that information is one of the principal commodities 
that the economic organization is engaged in supplying. 
From this point of view it is not material whether the “in- 
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formation ” is false or true, or whether it is merely hypnotic 
sugi^estion. As in all other spheres of competitive eco- 
nomic activity, the consumer is the final judge. If people 
are willing to pay for “Sunny Jim ” poetry and “It Floats “ 
when they buy cereals and soap, then these wares are 
economic goods. If a certain name on a fountain pen or 
safety razor enables it to sell at a fifty per cent higher price 
than the same article would otherwise fetch, then the name 
represents one third of the economic utility in the article, 
and is economically no different from its color or design or 
the quality of the point or cutting edge, or any other qual- 
ity which makes it useful or appealing. The morally 
fastidious (and naive) may protest that there is a dis- 
tinction between “real” and “nominar* utilities; but 
they will find it very dangerous to their optimism to at- 
tempt to follow the distinction very far. On scrutiny it 
will be found that most of the things we spend our incomes 
for and agonize over, and notably practically all the higher 
“spiritual” values, gravitate swiftly into the second class. 

Somewhat different from the production and sale of in- 
formation is the dealing in actual instructions for the 
guidance of conduct directly. Modern society is character- 
ized by the rapid growth of this line of industry also. There 
have always been a few professions whose activities con- 
sisted essentially of the sale of guidance, notably medicine 
and the law, and more or less the preaching and teach- 
ing professions. Recent years, however, have witnessed a 
veritable swarming of experts and consultants in nearly 
every department of industrial life. The difference from 
dealing in information is that these people do not stop at 
diagnosis ; in addition they prescribe. They are equally con- 
spicuous in the fields of business organization, accounting, 
the treatment of labor, the lay-out of plants, and the proc- 
essing of materials; they are the scientific managers of 
the managers of business; and though they by no means 
serve business or its managers for naught, and in spite of 
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a large amount of quackery, they probably pay their way 
and more on the whole in increasing the efficiency of pro- 
duction. Certainly they do a useful work in forcing the 
intelligent, critical consideration of business problems in- 
stead of a blind following of tradition or the use of guess- 
work methods.^ 

The last of the alternatives named for meeting uncer- 
tainty relates to the problem of a tendency to prefer rela- 
tively predictable lines of activity to more speculative 
operations. It is common to assume ^ that society i)ays for 
the assumption of risk in the form of higher prices for 
commodities whose production involves uncertainty and a 
deficient supply of these in comparison with goods of an 
opposite character. This subject will come up again in 
connection with the closely related question of a tendency 
of profit to zero, and it seems best to postpone discussion 
of it for the present.^ We shall find reasons for being very 
skeptical as to the reality of any such abhorrence of uncer- 
tainty as to decrease productivity in any line below the 
level that an equivalent fixed cost would bring about. 

^ On the production and sale of ‘‘guidance’’ see J. M. Clark, Journal of 
Political Economy^ vol. 26, Nos. 1 and 2. 

2 Cf. Willett, Economic Theory of Rink and Insurance, chap. iii. 

* Cf. chapter xii. 



CHAPTER IX 

ENTERPRISE AND PROFIT 

We must now consider more concretely and in detail the 
effects of uncertainty on the general form of organization 
of economic life. The best method seems to be to take up a 
society in which uncertainty is absent, imagine uncertainty 
introduced, and try to ascertain what changes will take 
place in its structure. We therefore return to the argu- 
ment of cliaj)ter iv in which the mechanics of exchange and 
competition were studied with uncertainty (and progress) 
absent. The same method will be followed, beginning with 
the problem in as simple a form as possible and studying 
the effects of different factors separately, analyzing the 
complexity of real life “synthetically” by building it up 
in imagination out of its elements. 

To secfure the minimum degree of uncertainty and at the 
same time keep the discussion as close to reality as possible, 
it is necessary to exercise some care in defining the as- 
sumptions with which we are working. The most obvious 
initial requirement is to eliminate the factors of social 
progress from consideration and consider first a static 
society. But this postulate calls for discrimination in 
handling. In an absolutely unchanging social life there 
would, as we have repeatedly observed, be no unc^ertainty 
whatever, and our analysis in chapter iv proceeded on this 
assumption. Such conditions are thoroughly incompatible 
with the most fundamental facts of the world in which we 
live, but their study serves the analytic purpose of isolating 
the effects of uncertainty. For different kinds of change 
and different degrees of change are real facts, and it will 
therefore involve less abstraction to study hypothetical 
conditions under which change is restricted to the most 
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fundamental and ineradicable kind and amount. Societies 
may be and have been nearly unprogressive, and the ob- 
vious simplification to make is therefore the elimination of 
progressive change. 

After abstracting all the elements of general progressive 
change enumerated in chapter v a large amount of uncer- 
tainty will be left in human life, due to changes of the 
character of jluctuations which cannot be thought away 
without violence to material possibility. Strictly accurate 
formulation of conditions involving a realistic minimum of 
uncertainty cannot be made, but are not necessary; it is 
sufficient to indicate in a rough way the situation we pro- 
pose to discuss. Several factors affect the amount of 
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talking about the United States in the early years of the 
twentieth century, but with abstraction made of progres- 
sive changes. That is, we assume a population static in 
numbers and composition and without the mania of change 
and advance which characterizes modern life. Inventions 
and improvements in technology and organization are to 
be eliminated, leaving the general situation as we know it 
to-day to remain stationary. Similarly in regard to the 
saving of new capital, development of new natural re- 
sources, redistribution of population over the soil or re- 
distribution of ownership of goods, education, etc., among 
the people. But we shall not assume that men are omnis- 
cient and immortal or perfectly rational and free from 
caprice as individuals. We shall neglect natural catastro- 
phes, epidemics, wars, etc., but take for granted the 
‘‘usuaT’ uncertainties of the weather and the like, along 
with the ‘‘normal” vicissitudes of mortal life,^ and un- 
certainties of human choice. 

Returning now to the kind of social organization de- 
scribed in chapter iv,^ let us inquire as to what will be the 

^ The situation which we here endeavor to delineate is what Dr. A. H. 
Willett appears to have in mind under the designation of the “approxi- 
mate static state.” See The Economic Theory of Risk and Insurance, 
pp. 15, 16. 

In this connection, again, we cannot be rigorously logical and definite 
without getting off into mere subtleties. We do not know whether there 
is ultimately real uncerteinty and caprice in either physical nature or 
human nature. It may he that all changes are self-compensating some 
time, and that if progress were eliminated we should finally achieve pro- 
phetic powers in regard to phenomena in the aggregate (through applica- 
tion of the principle of consolidation) if not in individual instances. But 
in view of the tragically limited success of science in predicting the weather, 
for example, it is clear that there is no strain on credulity in assuming a 
large amount of real uncertainty. We must not forget that the periodicity 
of change or the interval required for canceling out of fluctuations is in 
practice relative to the length of human life. If such a cancellation would 
occur ultimately (as some writers, notably Nietzsche, have ventured to 
suppose) the period is so long in relation to human life that no advantage 
of it could be taken. 

* Chapter v, the reader will recall, dealt with the effects of progress 
with uncertainty absent. We here retrace our steps somewhat in order to 
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effects of introducing the minimum degree of uncertainty 
into the situation. The essential features of the hypotheti- 
cal society as thus far constructed need to be kept clearly 
in mind. Acting as individuals under absolute freedom 
but without collusion, men are supposed to have organized 
economic life with primary and secondary division of labor, 
the use of capital, etc., developed to the point familiar in 
present-day America. The i)riiicipal fact which calls for 
exercise of the imagination is the internal organization of 
the productive groups or establishments. With unce rtainty 
entirely absent, every individual being in possession of 
pSFect knowledge of the situation, there w ould be no 
occasion for anything of the nature of responsible managi?- 
menPT)r'15ohIrdT'6f~prbcIuc^^ activity. Even marketing 
operations in any realistic ^nse would not be found. The 
flow of raw materials and productive services through 
productive processes to the consumer would be entirely 
automatic. 

W^e do not need to strain the imagination by supposing 
supernatural powers of prescience on the part of men. We 
can think of the adjustment as the result of a long process 
of experimentation, w^orked out by trial-and-error methods 
alone. If the conditions of life and the people themselves 
were entirely unchanging a definite organization would 
result, perfect in the sense that no one would be under an 
incentive to change. So in the organization of the pro- 
ductive groups, it is not necessary to imagine every worker 
doing exactly the right thing at the right time in a sort of 
“ preestablished harmony ’'with the work of others. There 
might be managers, superintendents, etc., for the purpose 
of coordinating the activities of individuals. But under 

consider uncertainly with progress absent, thus completing the design of 
studying the two factors separately. After completing the present task 
we shall (in chapter xi) study them in combination. A confusion between 
the effects of uncertainty and those of progress, which are largely, though 
never quite completely, separable facts, has been seen to underlie the 
reasoning of the “dynamic” theory of profit. 
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conditions of perfect knowledge and certainty such func- 
tionaries would he laborers merely, performing a purely 
routine function, without responsibility of any sort, on a 
level with men engaged in mechanical operations. 

With the introduction of u nc ertaiid y — the fact of ig- 
norance and necessity of acting upon opinion rather than 
knowledge — into this Eden-l ike situa tion^ its?„ character 
is c ompletely changed. With uncertainty absent, man's 
energies are devoted altogether to doing things; it is 
doubtful whetlier intelligence itself would exist in such a 
situation ; in a world so built that perfect knowledge was 
theoretically possible, it seems likely that all organic re- 
adjustments would l>ecome mechanical, all organisms 
automata. Wi th unc ertai nty pr eserit, doing things, the 
actual execution of activity, becomes in a real sense a 
secondary part of life; t he primary probl e m or fun^ion 
is deciding what to do an d how to do it. The two most 
ifng^Iant^cTiaractOTstics of social organization brougfit 
about by the fact of uncrer tain ty have already been noticed. 
)ln the first place, goods ar e pro duced for a market, on the 
baSFoT an entirely impersonal prediction of wants, not for 
the satisfact ion of the wants of the producrers themselves. 
The producer takesTTie rcspoiisibriity oFTorecasting the 
)consumers’ wants. In the second p lace, the work of fore- 
casting and at the same time a large part of the tcchn^ogi- 
caT direction and con t roT of prodiiHi dn ~ are stiH further 
cdncenlraTedf upon a very narrow class of the producers, 





ENTERPRISE AND PROFIT 


269 


as has taken place in the evolution of organic life, is in- 
evitable, and for the same reasons as in the case of biologi- 
cal evolution. Let us consider this process and the cir- 
cumstances which condition it. The order of attack on the 
problem is suggested by the classification worked out in 
chapter vii of the elements in uncertainty in regard to 
which men may in large measure dill'er independently. 

In the first place, occupations dilFcr in respect to the 
kind and amount of know^ledge and judgment required for 
their successful direction as w^ell as in the kind of abilities 
and tastes adapted to the routine operations. Productive 
groups or estaljlishments now compete for managerial 
capacity as well as skill, and a considerable rearrangement 
of personnel is the natural result. The final adjustment will 
place each producer in the place where his particular com- 
bination of the two kinds of attributes seems to be most 
effective. 

liut a more important change^ is the tendency of the 
groups theinselves to specialize, finding the individuals 
with the greatest managerial capacity of the requisite kinds 
and placing them in charge orThTivorTTcinRFp^^ 
initting the activiircs of the dtlier members to their direc- 
tion and control. Tt need Tnirdlynne meiinoii^ explTcitTy 
that tlrr organization of industry depends on the funda- 
mental fact that the intelligence of one person can be made 
to direct in a general way the routine manual and mental 
operations of others. It will also be taken into account 
that men differ in their powders of effective control over 
other men as well as in intellectual capacity to decide what 
should be done. In addition, there must come into play the 
diversity among men in degi*ee of confidence in their judg- 
ment and powders and in disposition to act on their opinions, 
to “venture.’’ This fact is responsible for the most funda- 
mental change of all in the form of organization, the sys- 
tem under which the confident and venturesome “assume 
the risk^’ or “insure” the doubtful and timid by guaran- 
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teeing to the latter a specified income in return for an 
assignment of the actual results. 

Uncertainty thus exerts a fourfol d tende ncy to sel^jpt 
men ancTspSnalize functions: (1) an adaptation of men to 
occupations on fheTiasis of kind of knowledge and judg- 
ment; ( 2 ) a similar selection on the basis of degree of fore- 
sight, for some lines of activity call for this endowment in 
a very different degree from others; (3) a specialization 
within productive groups, the individuals with superior 
managerial ability (foresight and capacity of ruling others) 
being placed in control of the group and the others working 
under their direction; and (4) those wdth confidence in their 
judgment and disposition to “back it up“ in action special- 
ize in risk-taking. The close relations obtainingamong these 
tendencies will be manifest. We have not separated con- 
fidence and venturesomeness at all, since they act along 
parallel lines and are little more than phases of the same 
faculty — just as courage and the tendency to minimize 
danger are proverbially commingled in all fields, though 
they are separable in thought. In addition the tendencies 
numbered (3) and (4) o]>erate together. With human 
nature as w^e know it it would be impracticable or very 
unusual for one man to guarantee to another a definite 
result of the latter’s actions without being given power to 
direct his work. And on the other hand the second party 
would not place himself under the direction of the first 
without such a guaranty. The result is a “double con- 
tract” of the type famous in the history of the evasion of 
usury laws. It seems evident also that the system would 
not work at all if good judgment were not in fact generally 
associated with confidence in one’s judgment on the part 
both of himself and others. That is, men’s judgment of 
their own judgment and of others’ judgment as to both 
kind and grade must in the large be much more right than 
wrong. ^ 

^ The statement implies that a man’s judgment has in an effective 
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Tlj^ re.m\\t of this manifold spe cialization of functi on is 
enterprise and the w acie system of industry . Its existence in 
the world is aHIrS result of the fact of uncertainty; our 
task in the remainder of this study is to examine this 
phenomenon in detail in its various phases and divers re- 
lations with the economic activities of man and the struc- 
ture of society. It is not necessary or inevitable, not the 
only conceivable form of organization, but under certain 
conditions has certain advantages, and is capable of devel- 
opment in different degrees. The ess ence of ente rprise is 
the specialization of the function of responsible dirccUon^ol 
e^j^inc^TIfe, TKF ne^^T^Fea t oT which is the msep- 
a Fability o f th gse two elements, responsi bil ity and cqntmL 
Under the enterprise system, a special social class, t he 
bu siness men, ^rect economic activity; they are in the 
strict sense the producers, while the great mass of the 
population merely furnish them with productive services, 
p)Iacing their persons and their j)roperty at the disposal 
of this class; the entrepreneurs also guarantee to those who 
furnish productive services a fixed remuneration. Ac- 
curately to define these functions and trace them through 
the social structure will be a long task, for the s})ecializa- 
tion is never comj^Iete; but at the end of it we shall find 
that in a free society the two are essentially inseparable. 
Any degree of effective exercise of judgment, or making 
decisions, is in a free society coupled with a corresponding 
degree of uncertainty-bearing, of taking the responsibility 
for those decisions. 

With t he specialization of function goes also a di ffere n- 
tiation of reward. The produce of society is similarlydi- 
^N^ed Into fTv ^cinds of income^ and two only, contractual 
i ncome, whicIT is ess^t ially rent, as economic fliebrylTas 
described incomes, and residual inc ome or profit . But the 
differentiation oF contractual income, like that of profit, is 

sense a true or objective value. This assumption will be justified by the 
further cofirse of tlie argument. 
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never complete; neither variety is ever met with in a pure 
form, and every real income contains elements of both rent 
and profit. And with uncert ainty present (the condition 
of the differentiation itself) it is not possible e\^en to deter- 
mine just how much of any income is oFoneTind^and'^^^ 
jof the other ; "B ut X parUa T^sep ar^^ made, 

and the causal distinction bet we en the J wo kinds is sharp 
and cTea r. 

We may imagine a society in which uncertainty is absent 
transformed on the introduction of uncertainty into an 
enterprise organization. The readjustments will be carried 
out by tlie same trial-and-error methods under the same 
motives, the effort of each individual to better himself, 
which we have already described. The ideal or limiting 
condition constantly in view would still be the equaliza- 
tion of all available alternatives of conduct by each in- 
dividual through the distribution of efforts and of expendi- 
ture of the proc^eeds of effort among the lines open. Under 
the new system labor and property services actually come 
into tlie market, become commodities and are liought and 
sold. They are thus brought into the comiiarative value 
scale and reduced to homogeneity in price terms with the 
fund of values made up of the direct means of want satis- 
faction. 

Another feature of the new adjustment is that a condi- 
tion of perfect equilibrium is no longer possible. Since 
productive arrangements are made on the basis of anticipa- 
tions and the results actually achieved do not coincide with 
these as a usual thing, the oscillations will not settle down 
to zero. For all changes made by individuals relate to the 
established value scale and this price-system will be subject 
to fluctuations due to unforeseen causes; consequently in- 
dividual changes in arrangements will continue indefinitely 
to take place. The experiments by which alone the value of 
human judgment is determined involve a proportion of 
failures or errors, are never complete, and in view of hu- 
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man mortality have constantly to be recommenced at the 
beginning. 

Wp turn now to consider in broad outline the two types 
of indi\^uS income imj>hecrih t^ enterprise system of or- 
g ^nizatio^. contractual income and pr ofit.^ We shall try as 
hitherto to explain events by placing ourselves in the actual 
positjpns of the men acting or making decisions and inter- 
prefiifg their acts in terms of ordinary human motives. 
The setting of tlie problem is a free competitive situation 
in which all men and material agents are competing for 
employment, including all men at the time engaged as en- 
trepreneurs, while all entrepreneurs are competing for pro- 
ductive services and at the same time all men are competing 
for positions as entrepreneurs. The essential fact in under- 
standing the reaction to this situation is that men are act- 
ing, competing, on the basis of what they think of the 
future, I'o simplify the picture and make it concrete we 
shall as before assume that there exists some sort of group- 
ing of men and things under the control of other men as 
eiilrepreneurs (a random grouping will do as a start) and 
that entrepreneurs and others arc in competition as above 
staled. 

The production-distribution system is worked out 
through off'ers and counter-offers, made on the basis of 
anticipations, of two kinds. The laborer asks what he thinks 
the entrepreneur will he able to pay, and in any case will 
not accept less than he can get from some other entrepre- 
neur, or by turning entrepreneur himself. In the same way 
the entrepreneur offers to any laborer what he thinks he 
must in order to secure his services, and in any case not 

^ As already observed, the theoretical features of eoutractual income 
arc those associated with rent in the conventional distributive analysis. 
From the point of view of our present assumptions, all productive goods 
being fixed in amount and in their distribution among the members of 
society, such incomes might naturally be c-allod wages. As we have in- 
sisted that there is no significant causal or ethical difference in the sources 
of income it does not particularly matter what they are called. 
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more than he thinks the laborer will to 

l ^m, keep ing in mind what he can ^et by turning laborer 
himself. The whole cal is in the future; past and 
even present conditions operate only as g r^ nds^ 
diction as to w hat may be anticipated, ^ ^ ^ 

Since in a free market there can be but one priS W any 
commodity, a general wa^^e rate must result from thi^^^ com- 
petitive bidding . The rate established may be desef®[>ed 
as the socially or competitively anticipated value of the 
laborer’s product, using the term “product ” in the sense of 
specific contribution, as already explained. It is not the 
opinion of the future held by either party to an employment 
bargain which determines the rate; these opinions merely 
set maximum and minimum limits outside of which the 
agreement cannot take place. The mechanism of price ad- 
justment is the same as in any other market. There is al- 
way^n established uiiiformTat e7wEi3i is kept constantly 
at the point whicd i equates t he supply and deman d. If at 
any moment there are more bidders willi ng to ei^ ploy at a 
higher rate than there are employees willing to accept the 
established rate, the rate will rise accordingly, and similarly 
i f there is a balance of opinion in the opposite direction. 
The final decision by any Individual as to what to do is 
based on a comparison of a momentarily existing price with 
a subjective judgment of significance of the commodity. 
The judgment in this case relates to the indirect significance 
derived from a twofold estimate of the future, involving 

^ In actual society freedom of choice between employer and employee 
status depends normally on the possession of a minimum amount of capi- 
tal. The degree of abstraction involved in assuming such freedom is not 
serious, however, since demonstrated ability can always get fund? for 
business operations. A propertyless employer can make the contracttUll 
payments secure by insurance even when they may involve loss, and com- 
plete separation of the risk-taking and control function from that of fur- 
nishing productive services is possible if there is a high development of 
organization and a high code of business honor. But the conditions 
generally necessary in real life for the giving of effective guarantees must 
also be taken into account as we proceed. 
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both technological and price uncertainties. The employer 
in deciding whether to offer the current wage, and the em- 
ployee in deciding whether to ac‘cei)t it, must estimate the 
technical or physically measured product (specific con- 
tribulljpjl^ of the labor and the price to be expected for 
that product when it comes upon the market. The es- 
timation may involve two sorts of calculation or estimate 
pf, pt'feability . The venture itself may be of the nature of 
a gamble, involving a large proportion of inherently un- 
predictable factors. In such a case the decision depends 
upon an “estimate” of an “objective probability” of 
success, or of a series of such probabilities corresponding 
to various degrees of success or failure. And normally, in 
the case of intelligent men, account will be taken of the 
probable “true value” of the estimates in the case of 
all estimated factors. 

Tlie meaning of the term “social” or “competitive” 
anticipation will now be clear. The question in the mind of 
either party to an emjiloymcnt agreement relates simply 
to the fact of a difference between the current standard of 
remuneration for the services being bargained for and his 
own estimate of their worth, discounted by probability 
allowances. The magnitude of the difference is altogether 
immaterial. The prospective employer may know abso- 
lutely that the service has a value to him ever so much 
greater than the price he is paying, but he will have to pay 
only the competitively established rate, and his purchase 
will affect this rate no more than if he were ever so hesitant 
about the bargain, just so he makes it. It is the general 
estimate of the magnitudes involved, in the sense of a 
“marginal” demand price, which fixes the actual current 
rate. 

In many respects the nature of the organization we are 
now dealing with is the same as that described in chapter 
IV, with uncertainty and progress absent. The value of a 
laborer op piece of material equipment to a particular pro- 
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ductive group is determined by the specific physical con- 
tribution to output under the principle of diminishing re- 
turns with increase in the proportion of that kind of agency 
in the combination, and on the price of this contribution 
under the principle of diminishing utility with increase in 
the proportion of productive energy devoted to making 
the particular product turned out by the establishment in 
question. But the facts upon which the working-out of the 
organization depends can no longer be objectively deter- 
mined with accuracy by exx>eriment; all the data in the 
case must be estimated^ subject to a larger or smaller mar- 
gin of error, and this fact causes differences more funda- 
mental than the resemblances in the two situations. Ths. 
function of making these estimates and of 
the iF^valuc t^he other participating member ^ nf f Ko gmup 
falls ToTlie r^p(^ible entrepreneur in each establishme nt, 
producing a new^ type of activity and a new type of inco me 
entirely iinknowm in^ a society w^here uncertainty is absent. 

"Tiven m the liypot helical situation dealt with in cliap- 
ter IV there w ould be likely to be a concentration of certain 
control and coordinating functions in a separate person or 
group of persons in each productive group). But the duties 
of such yiersons would be of a roidine character merely, in 
no significant respect different from those of any other op- 
eratives; they would be laborers among laborers and their 
incomes would be wages like other wages. When, however, 
the managerial function comes to require the exercise of 
judgment involving liabillhj to error, and when in con- 
sequenc^e the assumption of responaihility for the correct- 
ness of his opinions becomes a condition prerequisite to 
getting the other meml>ers of the group to submit to the 
manager's direction, the nature of the function is revolu- 
tionized; the manager becomes an entrepreneur. He may, 
and typically will, to be sure, continue to perform the old 
mechanical routine functions and to receive the old wages; 
but in addition he makes responsible decisions, and his 
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i ncome will normally contain in addition t o wages^ a pure 
^lenient clesi^ as profit by the econo mic 
theorist. T his profit is simply the differeuce between the 

amount which the competition of other entrepreneurs 
forc^s^Eim t o guarantee toTirem^a^condt^ 
their ser vices , an d the amount which he finally re alizes 
f rom the dispo s ition of th e product which u nder his direc- 
t ion they turn ou t. "" 

The character of the entrepreneur’s income is evidently 
complex, and the relations of its component elements sub- 
tle. It contains an element which is ordinary contractual 
income, received on the ground of routine services per- 
formed by the entrepreneur personally for the business 
(wages) or earned by property which belongs to him (rent 
or capital return). And the differential element is again 
complex, for it is clear that there is an element of calcula- 
tion and an element of luck in it. An adequate examination 
and analysis of this phenomenon requires time and careful 
thinking. The background of the problem should now be 
clear: the uncertainty of all life and conduct which call for 
the exercise of judgment in business, the economy of divi- 
sion of labor which comix*^ men to work in groups and to 
delegate the function of control as other functions are 
specialized, the facts of human nature which make it 
necessary for one who directs the activities of others to as- 
sume responsibility for the results of the operations, and 
finally the competitive situation which pits the judgment 
of each entrepreneur against that of the extant business 
world in adjusting the contractual incomes which he must 
pay before he gets anything for himself. 

The first step in attacking the problem is to inquire into 
the meaning of entrepreneur ability and its conditions of 
demand and supply. In regard to the first main division 
of the entrepreneur’s income, the ordinary w^age for the 
routine services of labor and property furnished to the 
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business, no comment is necessary. This return is merely 
the competitive rate of pay for the grade of ability or kind 
of property in question. To be sure, it may not be possible 
in practice to say exactly what this rate is. Not merely is 
perfect standardization of things and services unattainable 
under the fluctuating conditions of real life, but in addition 
the conditions of the entrepreneur specialization may well 
bring it about that the same things are not done under 
closely comparable conditions by entrepreneurs and non- 
entrepreneurs. Hen ce the separation between the pure 
wage or rent element and the elements arisliig out of un- 
certamFJTcimnbT^^n^ accu- 

racynthe serious difliculty coni^wTnriFe'attempt^ 
wTtir the relation between judgment and luck in deter- 
mining that part of the entrepreneur’s income which is 
associated with the performance of his peculiar twofold 
function of (a) exercising responsible control and (b) se- 
curing the owners of productive services against uncer- 
tainty and fluctuation in their incomes. Clearly this 
special income is also connected with a sort of effort and 
sacrifice and into the nature and conditions of supply and 
demand of the capacities and dispositions for these efforts 
and sacrifices it must be pertinent to inquire. 

It is unquestiona ble that the entrepreneur’s activ ities 
effect an enormous saving to society, vastly increa sin g th e 
efGciency of economic production. Large-scale operations, 
highly organized industry, and minute division of labor 
would be impossible without specialization of the manage- 
rial function, and human nature being as it is, the guaran- 
teeing function must apparently go along with that of con- 
trol; indeed, in the ultimate sense of control the two are 
not even theoretically separable. Thus there would be a 
large saving even outside of any question of the superior 
abiliti.es of certain individuals over other individuals for 
the performance of this function. And there is still another 
gain of large magnitude through the reduction of uncer- 
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tainty by the principle of consolidation, which also is in- 
dependent of the personal attributes of the entrepreneur. 
But these economies, due to the system as such, and not to 
activities of the individuals performing a special function, 
accrue to society; no cause can be discovered in this con- 
nection alone which would give rise to a special distributive 
share. 

As to the actual comparative magnitude of the various 
elements of gain secured through the enterprise system it 
would be rash to guess, but certainly a very large real gain 
is secured through the selection of managers having su- 
perior fitness for the work. Now it is of supreme importanc^e 
that such selection is possible only because and in so far as 
such fitness can be identified in advance of its demonstra- 
tion in each particular case. The prospective entrepreneur 
himself has an opinion of his own suitability, in so far as he 
forms an estimate of the true value of his prognostications 
and policies. Other persons may or may not agree with his 
opinion of himself. A man may actually get into the posi- 
tion of entrepreneur in several ways. If he has property 
or known personal productive powers of a technological 
sort he may assume the functions of entrepreneur without 
convincing any one outside himself of any special fitness to 
exercise them. As long as his own resources safeguard the 
interests of the persons to whom he agrees to pay con- 
tractual incomes these persons need not worry about the 
correctness of the judgments on which the entrepreneur’s 
policies are based. If he cannot make such guarantees he 
must, of course, convince either the persons with whom he 
makes wage or rent bargains or some outside party who 
will underwrite the guarantees for him. The effect of this 
transfer of the guarantee function on the nature of entre- 
preneurship is a subtle question and will be taken up 
presently. It might even conceivably happen, in the third 
place, tha^ a person not judging himself especially fit to 
control industrial policies would get into the place of entre- 
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preneur, if other persons have a sufficiently high opinion 
of his abilities and trustworthiness. This case is more com- 
plicated still and its treatment must also be deferred. Dis- 
cussion of divided entrepreneurship will lead naturally to 
the problem of the hired manager, most difficult of all. Let 
us consider first the simple case of unique and undivided 
exercise of the function, the control and uncertainty- 
bearing being all concentrated in the same individual, 
under the assumption that outsiders whether employed by 
him or not have neitlier opinions upon nor interest in the 
question of his competence. It will further simplify the 
problem if we begin by assuming that this is the only type 
of entreprcneurshij> in our society. 

First, a further word as to the character of the process 
by which the entrepreneur's income is fixed. It may be dis- 
tinguished from the contractual returns received for serv- 
ices not involving the exercise of judgment, and which are 
paid by the entrepreneur, by pointing out tl] ^^ t the lofti er 
are imvui fd^ while h\^ nwn rps-iAunl That is, in a 

sense, the entrepreneur's income is not determi ned" ^ 
all ; it is **wffiat is left" after the others are “deterT^iined.’’ 
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that he can make productive services yield more than the 
price fixed upon them by what other persons think they can 
make them yield (with the same provision that the belief 
must lead to action). After any individual has become an 
entrepreneur, the amount of his income depends on his suc- 
cess in producing the anticipated excess, and in this sense 
is a matter of the correctness of his judgment. But it is 
clear that his success is equally a matter of (a) the failure of 
the judgment, or (b) an inferiority in capacity, on the part 
of his competitors. The two factors of (a) capacity and 
(b) judgment of one’s capacity are inseparably connected, 
and business capacity is again compounded of judgment 
(of factors exteriud to the i)erson judging) and executive 
capacity. 

Moreover, there is in the exercise of the best judgment 
and highest capacity an inevitable margin of error. A 
successful outcome in any particular case cannot be at- 
tributed entirely to judgment and capacity even taken to- 
gether. The best men would fail in a certain j)roportion of 
cases and the worst perhaps succc^ed in a certain propor- 
tion. The results of one trial or of a small number of trials 
can at most establish a certain presumption in favor of the 
view that ability has or has not been shown. ^ A dei)endable 
estimate of ability can only come from a considerable num- 
ber of trials. Even then there are differences in kind of 
ability, as well as degree. And in business management no 
two instances, perhaps, are ever very closely alike, in any 
objective, describable sense. It is one of the mysteries of 
the workings of mind that we are able to form estimates of 
“general ability” w^hich have any value, but the fact that 
we do is of course indisputable. 

^ As has been well observed in connection with games of skill. It is not 
necessarily a proof of high skill to make a twenty-foot putt in golf or 
pierce a two-inch bull’s-eye at a hundred yards with a rifle; nor a lack of 
skill to miss a three-foot putt or strike outside the eight-inch circle. 
Either would happen sometimes with good shots or poor; only the pro- 
portion of* successes and failures in a fair number of trials gives any in- 
dication of real ability to do the trick. 
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Still further, the venture itself may be a gamble, as we 
have repeatedly pointed out. Most decisions calling for the 
exercise of judgment in business or responsible life in any 
field involve factors not subject to estimate and which no 
one makes any pretense of estimating. The judgment it- 
self is a judgment of the probability of a certain outcome, 
of the proportion of successes which would be achieved if 
the venture could be repeated a large number of times. 
The allowance for luck is therefore twofold. It requires a 
large number of trials to show the real probabilities in re- 
gard to which judgment is exercised in any given kind of 
case as well as to distinguish between intrinsic quality in the 
judgment and mere accident. And bearing in mind again 
the extreme crudeness of the classification of instances at 
best, the marvel grows that we are able to live as intelh- 
gently as we do. Let us now attempt to state the principles 
determiniijg entIFe preneur Income n m andln 

the form of laws of demand a nd suppl y. 

‘■“’Tte^'diemandTor a productive service depends upon the 
steepness of the curve ^ diminishing returns from incfeas- 

ing amounts of other kinds of services applied to th e ^rsL 
In the familiar case of land, the more rapidly the returns 
from increased applications of labor and capital apphed to a 
given plot of land fall off, the higher will be the rent on 
land. N ow t h ere is evidently a law of dimini shing returns 
governing the combination of producti ve services ^ wijh 
e ntrepren eurs. It is based on the fact already stated of 
limitation in the space range of foresight and executive 
capacity. The greater the magnitude of operations which 
any single individual attempts to direct the less effective in 
general he will be — ‘‘beyond a certain point,” as in other 
cases of the law. The demand for entrepreneurs, ag ain, 
like that for any productive agency, depends directl y u^on 
the supply of otlier agenci e£" 

The supply of entrepreneurs involves the factors of 
(a) ability, with the various elements therein included. 
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(b) willingness, (c) power to give satisfactory guarantees, 
and (d) the coincidence of these factors. If society as a 
whole secures a high quality of management for its enter- 
prises it will be through a coincidence of ability with will- 
ingness, or of all three factors, as well as through an abun- 
dant supply of the elements separately. Willingness plus 
power to give guarantees, not backed up l>y ability, will 
evidently lead to a dissipation of resources, while ability 
without the other two factors will be merely wasted. To 
find men capable of managing business efficiently and 
secure to them the positions of responsible control is per- 
haps the most important single problem of economic or- 
ganization on the efficiency side. 

The supply of entrepreneur qualities in society is one of 
the chief favors in dete rmining the nu mber and sizejof its 
proiTuclT^'llnits^ “ Tt Ts a common and perhaps justifiable 
opinion that most of the other factors tend toward greater 
economy with increasing size in the establishment, and that 
the chief limitation on size is the capacity of the leadership. 
If this is true the ability to handle large enterprises suc- 
cessfully, when it is met with, must tend to secure very 
large rewards. The income of a ny particular eritrc/preim ur 
will in general tend to be larger: (1) as he himself has -^1- 
ity, and good hick; hut (2), pe rhaps more importanj, as 
there is imThe socjfty a onm- 

bined with the power to make effectiv e guarantees io em- 
ploye^^^ The abundance or scarcity of mere ability to 
manage business successfully exerts relatively little in- 
fluence on profit; the main thing is the rashness or timidity 
of entrepreneurs (actual and potential) as a class in bidding 
up the prices of productive services. Entrepreneur in- 
come, being residual, is determined by the demand for these 
other services, which demand is a matter of the self-con- 
fidence of entrepreneurs as a class, rather than upon a 
demand for entrepreneur services in a direct sense. We 
must see at once that it is perfectly possible for entre- 
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preneurs as a class to sustain a net loss, which would 
merely have to be made up out of their earnings in some 
other capacity. This would be the natural result in a 
population combining low ability with high “courage/’ 
On the other hand, if men generally judge their own abili- 
ties well, the general rate of profit will probably be low, 
w^hether ability itself is low or high, but much more va- 
riable and fluctuating for a low level of real capacity. The 
condition for large profits is a narrowly limited supply of 
high-grade ability with a low general level of initiative as 
well as ability. 

The analysis of profit is much simplified for students of 
political economy by the fact that tlie con ventional dis- 
tribution has placed such (misguided) emph a^s on^-he 
conci^t of resKluaTihcome, notably of course, i n. the -treat- 
ment ot r ent/ Y ct it ^irhot d^o press the parallel too far, 
f or there is this important diff eren ce: Rent — and as every 
one now understands, any other share as w^ell — is residj^al 
after t he products of the other shanks ar e ded ucted (pro- 
duct being ttie^mfginarcontributi()n of a single unit 
multiplied by the number of units). I hit profit (under the 
simplified conditions we are now^ dealing with) is the resi due 
after deductio n of the payment the othe r 

dSermined by the marginal bid of entre preneurs as a 
class for all agencies as aggregates. The residue in the 
la^ r easels not a product fesr3u e,JUuta3^JB w of error 
in calculation on the part of the non-entrepreneurs and 
eidi^pFeiielgs^^ibndQ n successful entrepre- 

neurs to p ay as much for productiv e services as they.cQuld 
beTorced to pay. 

AsTKelar^ment is quite complicated, it will be well to 
recapitulate. We have assumed in this first approximation 
that each man in society knows his own powers as entre- 
preneur, but that men know nothing about each other in 
this capacity. The division of social income between pro- 
fits and contractual income then depends on the supply of 
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entrepreneur ability in the society and the rapidity of 
diminishing returns from (other factors applied to) it, the 
size of the profit share increasing as the supply of ability is 
small and as the returns diminish more rapidly. If men are 
poor judges of their own powers as well as ignorant of 
those of other men, the size of the profit share depends on 
whether they tend on the whole to overestimate or under- 
estimate the prospects of business operations, being larger 
if they underestimate. These statements abstract from the 
question of possession of means to guarantee the fixed 
incomes which they contract to pay; limitations in this 
respect act as limitations on the supply of entrepreneur 
ability. If entrepreneur ability is of such high quality that 
it practically is not subject to diminishing returns, the 
competition among even a very few such men will raise 
the rate of contractual returns and lower the residual share, 
if they know their own powers. If they do not, the size of 
their profits will again depend on their ‘‘optimism,” vary- 
ing inversely with the latter. 

A man’s knowledge of his own powers involves knowledge 
of the amount of uncertainty he deals with in trusting his 
own judgment, which, if the scale of o])erations is large 
enough, means the absence of uncertainty in the effective 
sense, if the knowledge is complete. Even if judgment it- 
self subject to error is exercised in regard to the real prob- 
abilities in an intrinsic gambling situation, we have for the 
uncertainty in the situation as a whole an objective prob- 
ability with predictable results for a large number of cases. 
The presence of true profit, therefore, depends on an ab- 
solute uncertainty in the estimation of the value of judg- 
ment, or on the absence of the requisite organization for 
combining a suflicient number of instances to secure cer- 
tainty through consolidation. With men in complete igno- 
rance of the powers of judgment of other men it is hard to 
see how such organization could be effected. Yet so elusive 
is the mechanism by which we know our world, so great the 
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capacity of mind for seizing upon indirect methods of in- 
creasing certainty, that a furtlier sweeping reservation must 
be made. If men, ignorant of other meirs powers, know 
that these other men themselves know their own powers, the 
results of general knowledge of all men’s powers may be 
secured; and this is true even if such knowledge is (as it is 
in fact) very imperfectly or not at all communicable. If 
those who furnish productive services for a contractual 
remuneration know that those who bid for the servic‘es 
know what they are worth to themselves, the bidders, or if 
each bidder knows this to be true of the others, the latter 
will be forced to pay all that they are willing to pay, which 
is to say all that they can pay. To be sure, competition 
under such conditions would be likely to take on the char- 
acter of a poker game, a bluflSng contest. But it must be 
admitted that actual wage bargains are in no slight degree 
of this character. 

The case of European exploiters among primitive peoples 
illustrates the possibility of large profits to be made by a 
small number of men who know what they are doing 
among a large number who do not. But if they compete 
among themselves there must come a time, if their number 
increases, when they will force prices to their competitive 
level without any action on the part of the exploited 
masses more shrewd than that of accepting a larger offer 
in preference to a smaller one. The number of competitors 
required to bring about this result depends upon the steep- 
ness of the curve of diminishing returns from entrepreneur- 
ship, upon the limitation of the scope of enterprise one man 
can deal with effectively. And the idea of scope must be 
extended to include the variety of situations to be dealt 
with. The question of diminishing returns from entre- 
preneurship is really a matter of the amount of uncertainty 
present.^ To imagine that one man could adequately man- 

^ The diminishing returns of management is a subject often referred 
to in economic literature, but in regard to which there is a dearth of 
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age a business enterprise of indefinite size and complexity 
is to imagine a situation in which effective uncertainty is 
entirely absent. 

The entire foregoing argument has dealt with a simpli- 
fied situation inasmuch as the members of our society have 
been assumed to know something about the true value, each 
of his own judgment and ability to control events in ac- 
cordance with it, but to know these things about each other 
only as the other man’s own opinion of himself is mani- 
fested in his dispositions to act. In fact men form judg- 
ments of other men on the basis of watching their perform- 
ances over a period of time, and in addition form impres- 
sions having some claim to validity from mere personal 
appearance, conversation, etc. Such knowledge of others 
is one of the most important factors in our efforts to live 
together intelligently in organized society. It is the most 
difficult to discuss scientifically of all the data connected 
with the practical bearings of knowledge and uncertainty. 

Estimates of the worth of other men’s opinions and 
capabilities probably form by far the largest part of the 
data on which any individual makes decisions in his own 
life, at least in the sphere of economic activity where such 

scientific discussion. For an interesting, but in the present writer’s view 
fundamentally unsound, treatment, see H. C. Taylor, Agricultural 
Economics, chap. vi. Our own discussion of the tlu*ory of enterprise is 
admitted to be vague and unsati.sfactory. A complete and logically rigor- 
ous discussion would be a large undertaking. In view of the extreme com- 
plexity of the elements involved in uncertainty, most of which may be in- 
dependent variables, the numt>cr of possible suppositions which might be 
followed out is prohibitive. At least it wmuld require so much space and be 
so difficult to follow, and of so little practical significance, that the prob- 
ability of its being read does not just ify the attempt. It is hoped that the 
above discussion covers the j)rincipal points of interest. The essential 
factors are men's ability in the entrepreneur field, which includes fore- 
sight and executive capacity, and their knowledge of their owm powers 
and disposition to trust them in action. The factors likely to be neglected 
are the last two, self-knowledge and self-confidence or initiative, which are 
closely related, but not identical. In addition, knowledge of, and willing- 
ness to trust, other men's powers and judgment is a still more important 
consideration, not yet discussed. 
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activity is highly organized. Such estimates function as an 
indirect indication of what we may expect to hai)pen in any 
set of conditions; we know and give ourselves credit for 
knowing nothing of value about the problem itself, but we 
know what is the belief of other men whose judgment we 
respect and which we accept in place of an opinion of our 
own. The degree of confidence which we feel in our own 
situation is simply the degree of confidence we feel in the 
value of the judgment of thc“authority’’ whose pronounce- 
ment we accept as the best information available on the 
merits of the case. To be sure, the mode of formation of 
these opinions of others’ o])iiiions is comj>lex and obscure, 
and is rarely free from all passing of judgment on the case 
itself independently. There is a mutual reinforcement; we 
have some ideas of our own in the premises, and these agree 
with the views of some authority. We often if not in gen- 
eral believe wdiat we do because the authority believes it, 
but to some extent we believe in the authority because he 
holds the view to which we were already inclined. In large 
measure we even believe in ourselves because and in the 
measure that we think others believe in us, though, on the 
other hand, again, . . . But it is enough to indicate the 
complexity of the relations between our own and others’ 
opinions without attempting to set all these relations out in 
logical statements. The importance of indirect knowledge 
of fact through knowledge of others’ knowledge is the i)oint 
we wish to emphasize. 

Correspondingly, the uncertainty of the knowledge on 
the basis of which we act is in large measure the margin of 
error in our estimates of the authorities whom we elect to 
follow. The uncertainties of business arc predominantly of 
this character, and the genus calls for particularly careful 
study. Our discussion hitherto has assumed pure and un- 
divided entrepreneurship, which would follow from the im- 
possibility of knowledge by one person of another person’s 
capabilities. In the absence of such knowledge it is clear 
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that no one would put his resources under the direction of 
another without a valid guarantee of the payment agreed 
upon» and no one could become an entrepreneur who was 
not in a position to make such guarantees without assis- 
tance, ^ it being equally clear that no one would make such 
a guarantee for another. That is, entrepreneurship would 
be completely specialized in a pure form, responsibility and 
control completely associated. When men have knowledge, 
or opinions on which they are willing to act, of other men’s 
capacities for the entrepreneur function, all this is changed; 
entrej)reneurship is no longer a simple and sharply isolated 
function. This is, of course, the state of affairs in real life, 
and it is this partially si)ecialized and more or less dis- 
tributed entrepreneurship whi(Ji merits most careful con- 
sideration. Several forms of organization and modes of 
distribution of the function call for notice. 

The simplest division of entrepreneurship which we can 
thiii TcoTislTie separaTioi^^ two elcmehTsT iF control and 
guarantee and their p erformance by d ifferent individuals. 
ThTs IS a natural arrangement, for it musr often Iiappen 
that entrepreneur ability will not be associated with a sit- 
uation on the part of its possessor enabling him to make 
satisfactory guarantees of the contractual incomes prom- 
ised. Under such circumstances it ma}^ be mutually profit- 
able for him to enter into agreement with some one in a 
position to underwrite his employment contracts, but not 
himself possessed of the ability or disposition to undertake 
the direction of enterprises. The form of this partnership 
and conditions of division of the profit may be highly va- 
rious. As a matter of fact we know that it commonly takes 
the shape of a new wage bargain, the guarantor hiring the 

^ It does not follow that he would have to own property, thoupfh in the 
real world this is I he practical consc(pience. It is easily conceivable, how- 
ever, that one might secure the payment of liis obligations by pledging his 
own earning power. Such an arrangement need not call for more difficult 
feats of organization or involve greater strain on human nature than is 
true of indemnity insurance at present. 
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director in much the same way as the latter hires the pro- 
ductive services which he organized and controls. This 
transfer of function involves a transformation in character 
also which must be considered at length, and will be taken 
up in the next chaj)ter. Let us note here that it is usually 
impracticable to separate all iJie guaranteeing responsibility 
from the control of the enterprise. It is rare that a hired 
entrepreneur receives a contractual income as his only 
interest in the business. He is usually a part owner, or at 
least his salary is so adjusted as to make it clear that his 
continuance in the position is contingent upon its pros- 
perity under his direction. 

All effect of the evaluation of ability nearly as important 
as the transformation in entrepreneurship with its partial 
transfer to another individual is that the sjiecialization of 
the function within the enterprise may be quite incom- 
plete. That is, it is no longer true that men are necessarily 
unwilling to entrust productive services, of person or 
property, to an outsider without an effective material 
guarantee of the fixed payment agreed upon. If they have 
confidence in the manager’s aliility and integrity they may 
gladly work with only a partial or imperfect security for 
their remunerations. To the extent that this is the case 
such owners of productive services manifestly share in 
bearing the uncertainty or “taking the risk” involved in 
the undertaking. That they also share in the effective con- 
trol will appear in the course of a more careful examination 
of the entrepreneur function under the complicated, vague, 
and shifting conditions of real life (except that progress is 
still abstracted), which is the next stage in our inquiry.^ 



CHAPTER X 

ENTERPRISE AND PROFIT (continued) 

THE SALARIED MANAGER 

The typical form of business unit in the modern world is 
the corporation. Its most important characteristic is the 
combination of diffused ownership with concentrated con- 
trol.^ In theory the organization is a representative democ- 
racy, of an indirect type. The owners elect directors whose 
main function is to choose the officials who are said actually 
to carry on the business of the company. The directors 
themselves, however, exercise real direction over the gen- 
eral policies of the corporation. Moreover, if it is a large 
enterprise, the executive officials chosen by the directors 
have only a general oversight over business policy, and 
their chief function in turn is to select subordinates who 
make most of the actual decisions involved in the control of 
the concern. And of course the process does not stop there; 
there may be many stages in the hierarchy of functionaries 
whose chief duties consist of choosing still other subordi- 
nates. 

The first necessary step in understanding the distribution 
of control and responsibility in modern business is to grasp 
this fact: What we call “eontror* consists mainly of 
selecting some one else to do the “controlling.’' Business 
judgment is chiefly judgment of men. We know things by 
knowledge of men who know them and control things in 

^ That is, the most important characteristic from the standpoint of 
organisation. Of perhaps equal importance is the legal nature of the cor- 
poration as an entity separate from its member owners. The terra “lim- 
ited liability” is not descriptive. The members of a corporation have, 
strictly speaking, no responsibility at all; only the property of the cor- 
poration, which property does not directly belong to the owners, is liable 
for the corporation’s obligations. 
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the same indirect way. Nor can this conclusion be escaped, 
as there is some tendency to pretend, by distinguishing 
between judgment of ends and judgment of means. The 
only problems with which we have any concern are all 
problems of means. There is only one end, finally, to 
business activity, and this is already decided upon before 
the business is founded; that is, to make money. The de- 
cisions made by members of the business organization all 
relate to means, at whatever state of “generality” they 
may be taken; the difference betw^een decisions as to 
general policy and operative detail is one of degree only, 
in which all degrees exist; it is an arbitrary distinction. 
Decisions as to ends in any proper sense are made only by 
consumers — persons outside the productive organization 
altogether. 

These statements hold good in fact for all other de- 
partments of organized social activity as well as for busi- 
ness. They are even more true of political organization. 
It is hardly an exaggeration to say that the political office- 
holder’s business is to get the jol) and then find some one 
else to perform its duties. In the field of organization, the 
knowledge on wdiich what we call responsible control de- 
|)ends is not knowledge of situations and problems and of 
means for efl'ecting changes, but is knowledge of other 
men’s knowledge of these things. So fundamental to our 
problem is this fact that human judgment of things has in 
an effective sense a “true value” which can be estimated 
more or less correctly by the man possessing it and by 
others — so fundamental is it for understanding the con- 
trol of organized activity, that the problem of judging 
men’s powers of judgment overshadows the problem of 
judging the facts of the situation to be dealt with. And if 
this is true of knowledge it is manifestly true of uncer- 
tainty. Under organized dealings with our environment, 
attention and interest shift from the errors in men’s opin- 
ions of things to the errors in their opinions of men. Or- 
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ganized control of nature in a real sense depends less on the 
possibility of knowing nature than it does on the possibility 
of knowing the accuracy of other men’s knowledge of 
nature, and their powers of using this knowledge. 

The fundamental principle underlying organized activity 
is therefore the reduction of the uncertainty in individual 
judgments and decisions by grouping the decisions of a 
particular individual and estimating the proportion of 
successes and failures, or the average quality of his judg- 
ments as a group. It is an application of the broader prin- 
ciple of consolidation of risks, but the circumstances are 
peculiar. The result can never be calculated, either from 
a priori data or from tabulations of instances observed. It 
is an estimate in the purest sense, an estimate into which 
previous observation may enter little. We form our opin- 
ions of the value of men’s opinions and powers through an 
intuitive faculty of judging personality, with relatively 
little reference to observation of their actual performance 
in dealing with the kind of problems we are to set them at. 
Of course we use this sort of direct evidence as far as possi- 
ble, but that is usually not very far. The final decision 
comes as near to intuition as we can well imagine; it 
constitutes an immediate perception of relations, as mys- 
terious as reading another person’s thoughts or emotions 
from subtle changes in the lines of his face. 

The great complexity and difficulty in the analysis of 
business uncertainty and of profit as the remuneration 
connected with meeting it arises from this peculiar dis- 
tribution of responsibility in the organization. There is an 
apparent separation of the functions of making decisions 
and taking the “risk” of error in decisions. The separa- 
tion appears quite sharp in the case of the hired manager, 
as in a corporation, where the man who makes decisions 
receives a fixed salary, taking no “risk,” and those who 
take the ^ risk and receive profits — the stockholders — 
make no decisions, exercise no control. Yet a little exami- 
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nation in the light of the preceding discussion of indirect 
knowledge and indirect responsibility will show that the 
separation is illusory; when control is accurately defined 
and located, the functions of making decisions and assum- 
ing the responsibility for their correctness will be found to 
be one and indivisible. 

The phenomena can be best elucidated by beginning at 
the very “bottom’’ of the scale, with the “routine’’ duties 
of the common, unskilled laborer. It will be evident on 
reflection that even the coarsest and most mechanical 
labor involves in some sense meeting uncertainty, dealing 
with contingencies which cannot be exact I j/ foreseen. It 
seems to be the function of all conscious life to deal with 
“new situations.” Consciousness would never have devel- 
oped if the environment of living organisms were perfectly 
uniform and monotonous, conformable to mechanical laws. 
In such a world organisms would be automata. There is a 
manifest tendency to economize consciousness, to make all 
possible adaptations by unconscious reflex response. In 
human life we see complex adaptations such as performing 
on a musical instrument drop below the threshold when 
learned. If the requisite movements were constant from 
generation to generation there is little doubt that they 
would become fixed in the germ plasm by the slow process 
of natural selection if w^e eliminate the more direct method 
by inheritance of acquired characters. 

Moreover, in industrial life, 'purely routine operations 
are inevitably taken over by machinery. The duties of 
the machine tender may seem mechanical and uniform, 
but they are really not so throughout the operation. His 
function is to complete the carrying-out of the process to 
the point where it becomes entirely uniform so that the 
machine can take hold of it, or else to begin with the 
uniform output of the machine and start it on the way 
of diversification. Some part of the task will practically 
always be found to require conscious judgment, which is 



ENTERPRISE AND PROFIT 


295 


to say the meeting of uncertainty, the exercise of respon- 
sibility, in the ordinary sense of these terms. 

But from the standpoint of organization the work of 
the common laborer does not involve uncertainty or re- 
sponsibility in the effective sense, on account of the prin- 
ciple of indirect knowledge and transfer of responsibility 
discussed above. Even when it is impossible to reduce 
the work itself to routine sufficiently for a machine to 
handle it — due usually to lack of uniformity (i.e., un- 
certainty) in the material worked with — it is possible to 
judge with a high degree of accuracy the cap>acity of a 
human individual to deal with the sort of irregularities to 
be met with in the occupation. It is the function of the 
operative in industry to deal with uncertainty as a matter 
of routine! The exact movements he shall have to perform 
cannot be foretold, but his ability to perform them can 
be, and so the uncertainty is eliminated as an element in 
the calculations; ignorance of the environmental situation 
gives place to knowledge of liuman judgment. 

The contrast again, even in case of the humblest opera- 
tive, is not absolute. Most such persons occasionally 
meet with contingencies in regard to which they are ex- 
pected to appeal to judgment and ability superior to their 
own. Nor can the oj)erative's ability to handle his job be 
known w^ith complete accuracy to his superior. The opera- 
tive must exercise judgment over his own capacities in 
knowing when to go ahead independently and when to ap- 
peal for guidance. And the official who assigns the opera- 
tive to his job and fixes his remuneration for performing it 
must exercise a rather higher quality of judgment in es- 
timating the powers of the operative. The net effect is that 
uncertainty and responsibility are not quite eliminated, 
but are partially transferred to the superior in the scale of 
organization. The true uncertainty in the case relates to 
this official’s judgment of his man in relation, of course, to 
the position he is to fill. As far as the low’est man in the 



296 


RISK, UNCERTAINTY, AND PROFIT 


scale is concerned, he is freed from all responsibility be- 
yond the (“routine’’) duty of using his best judgment as 
occasion requires. His superior is responsible for him, and 
he accordingly receives a fixed wage.^ 

It will already be clear that this process of transferring 
responsibility does not end with the first step at the bottom 
of the scale, and the goal to which the argument will lead 
is in fairly plain view. The foreman (let us say) who passes 
judgment on the abilities of operatives and takes the re- 
sponsibility for their performing in accordance with his ex- 
pectations finds himself in turn in a similar relation to his 
own ranking superior in the organization. His capacity to 
judge operatives is passed upon and reduced to a routine 
function in the same way that he passes upon their capaci- 
ties to do their work, and likewise his capacity to deal with 
those more exceptional contingencies in which operatives 
are likely to appeal to him; and his responsibility is in turn 
transferred to the higher oflBcial (superintendent or what- 
not) who selects him, assigns him to his work, and hears 
appeals in those still rarer questions which he refers higher 
up for decision. The knowledge on which the higher con- 
trol is based is again, and still more, knowledge of a man’s 
capacity to deal with a problem, not concrete knowledge of 
the problem itself. The higher official may in fact be very 
competent to deal with the problem directly, but he does 
not do so. And it is noteworthy that he may not be com- 
petent in this sense. Some superintendents would doubt- 
less make better foremen than their foremen, and only 
serve in the higher capacity because of the still greater 
^ It need hardly be pointed out that the principle of consolidation of 
risks is operative here to a certain extent. The employer of men passes 
judgment on their “average” competency to do the things that they are 
expected to do, an average in the case of each individual and an average 
involving a further canceling-out of errors if he selects a number of em- 
ployees. A still higher order of responsible j\idgraent is involved in laying- 
out and subdividing the work of the establishmeTit so that the task of 
each single employee is adapted to a certain fairly uniform grade of 
ability. 
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rarity and value of the ability to judge and handle fore- 
men. But it is unquestionable that a great many men make 
very good superintendents who would not make good fore- 
men at all, and perhaps this is the more common case. 

On up the scale the same relations hold good until we 
come to the supreme head of the business. For simplicity 
we may suppose that this individual combines all the 
managerial functions in his single person, that he is presi- 
dent, general manager, and so forth, that his directors 
exercise no control over him whatever beyond giving him 
his place and salary and a perfectly free hand. Even such 
an individual is in a position similar in essential respects, as 
far as the problem of organization is concerned, to that of 
the lowly machine tender. His capacities to deal with the 
kind of situations he has to deal wdlh are subject to evalua- 
tion, are evaluated. Ilis w^ork is also a “routine*' task of 
exercising his best judgment — and leaving the conse- 
quences to others. The real responsibility is again shifted 
back, as the elfeetive uncertainty is in the judgment which 
placed him in his j)osition. The responsible decision is not 
the concrete ordering of pf)liey, but ordering an orderer as a 
“laborer’* to order it. And this final res])onsi])ility necessa- 
rily takes the consequences of its decisions. The apparent 
separation between control and risk taken turns out, as 
predicted, to be illusory. The paradox of the hired mana- 
ger, which has caused endless confusion in the analysis of 
profit, arises from the failure to recognize the fundamental 
fact that in organized activity the crucial decision is the 
selection of men to make decisions, that any other sort of 
decision-making or exercise of judgment is automatically 
reduced to a routine function. All of which follows from 
the very nature of large-scale control, based on the re- 
placement of knowledge of things by knowdedge of men, 
as our analysis has shown. 

We must refuse to be misled by the superficial similarity 
between the daily work of the hired manager and tliat of 
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the man in business on his own account. The difference is 
far more fundamental. The former has had his task cut 
out for him by others and been set to perform it; the latter 
has cut out his own task to fit his own measure of himself, 
and set himself at it. Here is the really responsible decision, 
made for the hired manager, by the indei)endent enter- 
priser. Whenever we find an ap]>arent separation between 
control and uncertainty-bearing, examination will show 
that we are confusing essentially routine activities with 
real control.^ 

Like a large proportion of the practical problems of 
business life, as of all life, this one of selecting human capaci- 
ties for dealing with unforeseeable situations involves para- 
dox and apparent theoretical impossibility of solution. But 
like a host of impossible things in life, it is constantly being 
done. Though we cannot anticipate a concrete situation 
accurately enough to meet it without the intervention of 
conscious judgment at that moment, it can be foreseen that 
under certain circumstances the kind of things that will 
turn uj) will be of a character to be dealt with by a kind of 
capacity which can be selected and evaluated. That large- 
scale organizations are formed and operate suc(‘essfully 
demonstrates that this principle is sound, that for these 
impossible problems solutions more right than wrong are 
actually found. Partly through operation of the principle 
of reduction of uncertainty by consolidation, partly for 
reasons embodied in our faculties of interpreting personal- 
ity and which seem to be inscrutable, knowledge of men’s 
capacities to know turns out to be more accurate than 
direct knowledge of things. 

Another phase of entrepreneurship based on the same 
fundamental facts of transfer of responsibility, and which 
still further complicates its analysis, is the incompleteness 

^ Cf, Hawley’s contention {Quarterly Journal of Economics, vol. xv, 
p. S8) that the hired manager makes decisions, but the enterpriser takes 
the consequences of decisions, and that the former is therefore not an 
enterpriser. 
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of specialization. We may introduce the problem as a 
continuation of the above argument by inquiring into the 
question. To whom is the responsibility ultimately trans- 
ferred when the entire conduct and policy of a business are 
in tlie hands of a hired manager? The answer is obvious: 
to the owners of the productive services used in the busi- 
ness; i.e., to the very shoulders from which the same re- 
sponsibility is taken in the case of the sj)ecialization of func- 
tion involved in contracting with an independent entre- 
preneur. In the latter case the entrepreneur, who selects 
himself, takes over all the uncertainty of the business along 
with control over it. But in view of the difficulty of any 
single individual giving adequate security for the perfor- 
mance of his contracts in the case of a large undertaking, 
such a form of organization has a very limited opportunity 
for growth. For it is clear that only the possessor of trans- 
ferable wealth already produced (consumers’ or producers’ 
goods) or of future productive capacity in some form can 
make guarantees or really bear uncertainty or take risks for 
other x)ersons. And it is nearly inevitable that the man who 
‘‘undertakes” any line of business as entrepreneur will 
commit a X)art of his own wealth or productive powers to 
that business. What naturally ha|)|:)ens, then, in any case is 
that the control of enterprise falls into the hands of the 
owner (or owners) of a part of the j)roductive services 
used in the enterprise, which resources arc placed in an 
exposed ])osition with regard to losses in the business and 
so guarantee the owners of the remaining “land, labor, and 
capital” against failure to receive their full contractual 
remuneration. 

It is impossible for entrepreneurship to be completely 
specialized or exist in a pure form, except in the rare and 
imx)rol)able case of a man who owns nothing in a particular 
business and contributes nothing to it but responsibility. 
Even a ma,n who conducted a business entirely with bor- 
rowed funds and hired labor, but managing it himself, would 
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not exemplify pure entrepreneurship, for a large part of 
the work of management is as we have seen reducible to 
routine and can be paid for with a fixed wage. The nearest 
approach to an entrepreneur only would be a man who 
borrowed all the resources for oj)erating a business and then 
hired a manager and gave him an absolutely free hand. 
And such a man would have to be more than an entre- 
preneur in relation to some other business, or he would not 
be a true entrepreneur, making responsible decisions, in 
the business in question. 

The natural result is a com})licated division or diffusion 
of entrepreneursliip, distributed in the typical modern 
business organization by a hierarchy of security issues 
carrying every conceivable gradation and combination of 
rights to control and to freedom from uncertainty as to in- 
come and vested capital. The feature of the system apt to 
be overlooked is a large element of real control disguised 
under a nominal contract for a fixed return. It is seldom 
true that the guarantees given can be regarded as absolute. 
If they are not, the owner of resources is taking a certain 
share of responsibility or risk, obviously. That he is also 
exercising control becomes apparent if we consider that his 
decision to allow the use of his labor or properly under the 
conditions affects the scale of operations of the business. 
Control is completely absent from the function of furnish- 
ing productive services to a business only in case an ac- 
curately determined competitive value of the services is 
effectively guaranteed, so that everything but the money 
remuneration is made completely indifferent to their 
owner. 

As a matter of fact we know that it is common for those 
who furnish resources to an enterprise to retain a large 
amount of direct consultative authority in regard to the 
conduct of the business. The voting trust is a device for 
securing this end and owes its importance to the necessity 
of providing for security owners an assurance of competent 
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control when adequate protection of their interests cannot 
otherwise be achieved, especially when the value of the 
property depends largely on its intelligent employment in 
the particular use to which it has been committed. With 
the increasing specialization of industry such conditions 
become more and more common, effective guarantees 
become harder and harder to make, and investors find it 
necessary to insist more and more on sharing in the control 
of business. The distinction between stocks and bonds 
tends to fade out.^ It is hard to find an illustration of an 
unconditional transfer of productive resources to a business 
for its use for a pecuniary consideration alone without an 
outright transfer of ownership. The owners of limited 
issues of first-mortgage l>onds have an ultimate recourse to 
the courts to compel honest management of the concern if 
their interests are jeopardized. Only in such a case as the 
lease of pmo site value which is indestructible and not 
changed in any way by use can we find an example of 
an income entirely freed from the element of responsible 
control. 

The case of labor is somewhat peculiar, owing to the 
disposition of laboring peojfie to gamble recklessly with life 
and limb as well as income. Under free comi)etition there 
is little doubt that a considerable proportion of the losses 
of enterprise would fall upon labor, since laborers show 
themselves ready to engage in hazardous enterprises at 
their own risk for an increase in wages which is a fraction of 
an adequate compensation for the chances they take. But 
the social interest in the man who cannot afford the loss 
comes to the rescue with i)rior claim laws, mechanics' liens, 

^ Of course, the machinery by which control is exercised becomes more 
indirect and the control itself more remote. Stocks approximate to the 
real position of bonds as well as bonds to that of stocks. One form of the 
chan^^e is a tendency to cover a larger proportion of investment b>' stock 
issues (as compared with bonds) than formerly. The increased recourse 
to borrowing from banks shows the same tendency, for banks in particular 
keep in touch with the management of businesses in which they invest. 
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and the like, so that the wages of labor are in fact generally 
a fair approximation to a guaranteed contractual return. 
The element of control which would be involved in a de- 
pendence of business upon laborers’ choice of the ventures 
they would engage in, is correspondingly absent, as the 
effective contracting-out of the risk places different lines of 
employment on a plane of indifference at the wages fixed. ^ 
The relal ions between profit and the contractual shares 
call for a few further remarks. As observed in our histori- 
cal introduction (chapter ii) the older English economists 
used the term “profit” to designate the income of the 
owner of a business, who was regarded as essentially an 
investor. Hence, as the classical economics was essentially 
a long-time theoretical treatment, little distinction was 
drawn between profit and interest. A wage element was 
recognized in the income, and also a risk factor. Little 
was made of the latter as constituting a distinction between 
profit and interest, as ordinary contract interest so ol>- 
viously contains an element of payment for risk also. 
And in view of our argument above that the assumption of 
risk in this connection involves the exercise of eflective 
control to the same extent, the relegation of this factor into 
the background is still further justified. 

^ The case of the ultimate entrepreneur, dealing with and knowing 
men rather than things, suggests again the analogous political problem. 
The progress of democracy toward intelligent efficiency seems to depend 
on a tendency for the ultimate sovereign, the electorate, to center its 
attention on the select ion of ecunpetent agents, leaving to them the actual 
formulation of policies arul conduct of alFairs. Commission government, 
and still more the manager plan of municipal government, is a case in 
point. In tlie political sphere there is a real problem of ultimate ends, 
which must, of course, be dealt with by the electorate if the system re- 
mains democratic. And perhap.s more than in the case of business the 
voter’s judgment of the candidate must be connected with passing an 
opinion upon the issues, partly because major issues to some extent in- 
volve a question of ultimate social ideals. Professor Cooley {Social Or- 
ganization, p. and chap. XTii) bases an optimi.stie view of democracy 
on a belief in the capacity of the populace, admittedly ignorant in regard 
to political issues and the technique of government, to select men wi.sely 
on the basis of a sort of intuitive recognition of personal superiority. 
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American economic discussion developed under the in- 
fluence of the marginal utility theory, which is essentially a 
short time view of the valuation problem. There is some 
connection between this fact and the greater em})hasis 
given in this country to “wages of management and the 
separation of this element from the entrepreneur's income, 
leaving “profit” or “pure profit" in a narrower sense 
than tijat given the term by the older writers. For man- 
agement is more conspicuous in American industry, due to 
the more “dynamic” conditions of this country. In a long- 
time view or “static state” it would be relatively much 
less important, llie greater emphasis given the risk factor 
in American (as in German) discussions is exi)]ained in the 
same way, a more dynamic background and greater in- 
terest in short-period changes. 

With the recent development of jiccounting theory, the 
question whether interest on investment should be counted 
in j)rofit has become acute from another point of view and 
has tended to constitute an issue between accountants and 
economic theorists, lliis is of course entirely uncalled-for, 
as the difierence in position is a matter of obvious differ- 
ence in standpoint. Kconoinic theory is interested in the 
forces which determine the i)rices of goods, and in costs 
of production as a condition of suj^ply. It goes without 
saying that, in the long run again, a return on capital equal 
to the competitive rate of interest is a condition of produc- 
tion, and so from this point of view a cost. (That things 
may be different from a short-time viewpoint serves to 
increase the confusion.) The accountant is interested in 
proprietorshi]), the relations between a business and its 
owners, and in cost as a deduction from the owner's in- 
come. Moreover, scientific accounting is an outgrowth of 
corporation problems, and in the corporation the responsi- 
ble owner is thought of as an investor, his interest as a 
capital interest, whether he has put any money in the 
business or not and whether or not it has any value above 
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its debts. And profit, being a return on investment, is 
naturally thought of as a rate of return. 

In most cases it would not be fruitful to attempt an 
accurate separation of profit from interest.^ For on the 
other side of the relation, pure interest is almost as r are a 
phenomenon and as elusive a concept as pure profit. The 
specialization of the entrepreneur is a funciainental 

fact in business organization, but for reasons which should 
already be clear, it cannot l>e carried to theoretical com- 
pleteness. The entrepreneur must almost of necessity own 
some properly and the owner of property used in a busi- 
ness can hardly be freed from all risk and responsibility. 
It is useful, however, to distinguish between the return 
actually realized by an entrepreneur and the “competitive ” 
rate of interest on high-cJass “gilt-edge” securities where 
the risk and responsibility factor is negligible. The differ- 
ence would be profit, or “pure profit” in the sense in which 
economic theory uses the term. 

Even at last some reservation must be made in calling 
interest on the entrepreneur’s investment a cost of pro- 
ducing the commodity. It is generally admitted that if 
this rate of return is not realized on the average and in the 
long run the investment will not be held in the business in 
question. But the truth accurately stated evidently is that 
the owner must expect in the future to receive a return equal 
to that which he can be sure of elsewhere, on the invest 
ment which he is free to transfer to other uses. And of course 
allowance must be made for the connection between differ- 
ent elements of investment as well as technological fluidity. 
If half the investment in an enterprise represents machin- 
ery, working-capital, land, or what-not which can be trans- 

' By ‘‘interest” is here meant property income merely. The relation 
between interest and rent is essentially a “dynamic” problem, and will be 
taken up for discussion in the following chapter. It is questionable 
whether interest would be met with at all in an unprogressive society, and 
certain that the distinction between interest and rent would be of small 
importance. Cf . also above, chapter v. 
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ferred to other lines, and the other half represents perma- 
nent commitment, worthless outside the particular busi- 
ness, the cost of producing the output of that business 
(after the commitment has been made) is only the (antici- 
pation of the) competitive return on the removable half 
of the capital alone. Of course this half could not be re- 
moved without rendering the remainder worthless. 

The association of profit with income on property is 
valid, within the limits discussed, for the greater part of 
business enterprises, b^jjiere are impor taiit exceptions. 
The independent entrepreneur is not yet by any means 
an extinct species. Such a person typically furnishes both 
property and lal)or services to a business, meaning by labor 
services personal activities which might be hired and paid 
for with a fixed wage. The entrepreneur income in a case 
of this sort contains an element of wages as well as an 
element of interest. Idie contention of some accountants 
that a salary sliould be allowed for the owner’s work and 
the residue considered as a return on his investment does 
not seem to be well founded. It is based on a bias derived 
from the habitual (and proper) procedure in corporations, 
where the resj)onsihle owner furnishes property services 
only. It would be just as logical to deduct from the owner’s 
income a competitive rate of interest and call the residue 
wages or wages of management. The only significant dis- 
tinction is that between the total income and a “pure pro- 
fit” secured by deducting both competitive wages for the 
work and competitive interest on the inveslment furnished 
by the owner. The determination of the proper wage rate 
will be fraught with the same sort of difficulties that have 
been referred to in the case of pure interest, but in a much 
more aggravated form; it is far more difficult to appraise 
labor and find similar services in the competitive field as 
a basis of comparison than in the case of property.^ 

^ We must rfgain refer to the use of the term “interest” as meaning 
property income merely, though superficially this is not quite consistent 
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In some i»stances, though perhaps a relatively small 
proportion of real enterprises and those probably of small 
average size, the independent entrepreneur may have no 
property investment in his business, furnishing labor 
services only. It is in reference to such a situation that the 
conventional (American) treatment of profit and wages of 
management has most significance. It must be very un- 
usual, for reasons already pointed out, for a man to hire 
the use of the labor and property of others without putting 
up some property as well as labor of his own. It would be 
possible, within limits, for such a man to give adequate 
security for payment of the fixed remuneration of outside 
agencies, if his own earning capacity were liigh.^ 

But in reality this probably does not happen on any 
considerable scale, or with enterprises of large magnitude. 
However, allowance must be made for the ownership of 
property used in other enterprises, and also for the “moral 
backing” of wealthy relatives or friends. And such “moral 
backing” may or may not constitute a division of the entre- 
preneur’s responsibility. The only ultimate security may 
still be the potential earning power of the entrepreneur 
himself, which, however, might not be marketable on ac- 
count of a moral hazard without being underwritten by 
property-owning connections. 

On the whole we must say that the discussion of profit 
in relation to wages of management has been greatly over- 
worked. The connection with property income is enor- 
mously more common, direct, and close. The residual share 
of income falls of necessity to the person in responsible con- 
trol of a business ; hence, in most cases to a person who also 
receives a property income. He may or may not also receive 

with treatment of it as a “rate.” Pure interest is much more easily de- 
fined than a i:)ure competitive return on actual property, but even the 
latter offers less difficulty than an appraisal of the competitive value of 
the services of an independent entrepreneur. 

^ To the extent that he does not give adequate security the owners of 
the productive services exposed to loss are the true entrepreneurs. 
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a labor income as well. The important distmction for the 
purposes of theoretical analysis is that between pure resid- 
ual income or pure profit and property income. The rela- 
tion to labor income is incidental in importance compara- 
tively, and being of the same character, at any rate, does 
not call for much s]>ace in a discussion of profit. If a dis- 
tinction is made between land and capital, it must be recog- 
nized that the profit receiver may be also a recipient of rent, 
in addition to interest or wages or both. And in exceptional 
cases he may receive rent only, as, for instance, a farmer 
who owns his land, but borrows all his working capital and 
hires all his work done. In such a case the practical prob- 
lem would be to distinguish pure i)rofit from rent. But 
sucli a situation is somewhat artificial, and the distinction 
between land and other property is from this point of view 
even more so. 

The importance of property-owmership in connection 
witli profit will be even greater and more ai)j)arent if ‘‘good- 
will,” business connection, and established rci)utation, etc., 
be regarded as property. If these categories are capitalized 
and included in investment the cases are rare indeed where 
an employer of others’ labor and capital has no investment 
of his own in the undertaking. As to the proper procedure 
in dealing with these items, whether they should or should 
not be regarded as property, the answ^er depends on whether 
they are salable. If good-will is separable from the other 
elements in a business, the test of which is that it can be 
sold away from them without affecting their value, then it 
is property on its own account, and the competitive rate of 
return on its sale value must be deducted from the owner’s 
income before a pure profit is arrived at. If good-will is 
inseparable from some other pro]>erty element, such as a 
site, it is a factor in the value of that piece of property, and 
income on the total value must similarly be considered a 
property income, not a pure profit. If the good-will inheres 
in the^ person of the owner, however, it is not property, 
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but an elem€#l: in the personal service of the owner, and 
its proper income is a wage; again not a profit. In so far as 
its value (in the capital or revenue sense) can be appraised, 
it must be considered as entitled to a contractual return 
and does not give rise to profit in the narrow sense. 

Our discussion of the meaning of profit may now be 
summ^ up iri a few iSE^ Drganizalidh In- 

volves the concentration of responsibility, placing resources 
belonging to a large number of individuals under centralized 
control. Examination shows that the human functions in 
production involve making decisions, exercising control, 
but that this control is not final unless combined with as- 
sumption of the results of the decisions. The responsible 
decision relates to men rather than things; the ultimate 
manager is he who plans the organization, lays out func- 
tions, selects men for functions and appraises their value to 
the organization as a whole, in competition with all other 
bidders in the market. For this ultimate management 
there is but one possible remuneration, the residuum of 
product remaining after payment is made at rates es- 
tablished in competition with all comers for all services of 
men or things for which competition exists.^ This residuum 
is profit; it is the remainder out of the value realized from 
the sale of product after deduction of the values of all 
factors in production which can be valued, or after all the 
product has been imputed to productive elements which 
can be imputed by the competitive mechanism. ProfitJ s 
unimputable inco me, as distinffiished from the total j n- 
come^of the'^mer of th e bu siness ^ Normally there are 
otKejT elements in this total income, which, since they are 
not paid out by the business, may be said not to be im- 
puted, or they may be described as “residually imputed.’" 

Pure profit is theoretically unimputable, in the sense in 
which the competitive system of industrial organization 

^ Including, of course, monopoly elements in the situation. Cf. above, 
chapter vi. 
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imputes product value to agencies concerned in production. 
In this competitive process, all the product value which 
can be associated with any agency will accrue to that 
agency. The essence of the process is the bidding of entre- 
preneurs or would-be entrepreneurs for the use of produc- 
tive services in the future, the rates of remuneration being 
determined by a present general competitive estimate of 
the values of the services in the market, while the return 
finally received from their use may diverge from this esti- 
mate in view of the fact of uncertainty or liability to error 
in all human prognostications. As far and as fast as any 
portion of income can be known in advance to be connected 
with the exercise of superior judgment, it will be imputed 
to the person possessing the unusual powers, and wdll be- 
come a wage (of management), no longer a profit. Wages 
of management are not different in principle from wages 
for routine work; management is routine work when the 
term is properly understood in the present connection. 
The true uncertainty in organized life is the uncertainty 
in an estimate of human capacity, which is always a capa- 
city to meet uncertainty. 

In general practice the ownership of property is neces- 
sary to the assumption of genuine responsibility, and in the 
typical modern business organization the responsible owner 
furnishes no labor services to the business, but property 
services only. In such a case profit in our sense of the 
term appears as a difference betw^een the rate of return on 
the owner’s investment and a competitive rate of return 
on investment generally. The scientific use of the term 
“profit” must therefore be distinguished from the various 
loose uses of the term in business, and particularly from the 
net revenue of the owner; it is well to use a special expres- 
sion, such as “pure profit,” to distinguish the share which 
is accurately residual, theoretically different from the 
returns from routine functions, imputed by competition 
to the agents which earn them. We must bear in mind, 
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however, that the imputed or competitive element in the 
owner’s income does not bear quite the same relation to 
the price of the product as outlays actually incurred. The 
expectation of such a return at the general competitive rate 
is a condition of the production of that business’s contribu- 
tion to the total supply of a commodity, but its realization 
cannot be said to be necessary. 

If it is necessary to distinguish between profit and wages, 
it is just as vital to contrast profit with payment for risk- 
taking in any ordinary use of the terms. An insurer, in so 
far as his business is reduced to a science, takes no risk; the 
risk in the individual case of the insured is obliterated on 
being thrown in witli the multitude of cases of the insurer. 
And it is immaterial whether the "‘cases” are a homoge- 
neous group of similars or whether each is objectively in a 
class by itself, if the true probability can be ascertained. 
The “risk” which gives rise to profit is an uncertainty which 
cannot be evaluated, connected with a situation such that 
there is no possibility of grouping on any objective basis 
whatever. For, while it is true that decisions made by an 
individual tend to approximate an objective value when 
considered as a group, decisions of this character reduce to 
routine and do not involve ultimate responsibility; in so 
far as the powers of the entrepreneur become evaluated, a 
definite return is imputexl to his activity, and this return 
is no longer a profit, but a wage.^ 

The only “risk” which leads to a profit is a unique un- 

^ The hiring of men to meet uncertainty can be illustrated by many 
examples from different fields. Corporations employ at set, fixed wages 
inventors, experimenters, prospectors for minerals, weather and crop 
forecasters, market predictors, speculators, etc. Gambling-houses pay 
men weekly salaries to play poker with their clients. It is clear that such 
employees, like the hired manager, make decisions as a matter of routine, 
without taking responsibility. The responsible decision is made by the 
employer, who selects them for their tasks, and the operation of the prin- 
ciple of consolidation of uncertainties is also apparent. The latter point 
is not so clear in other cases; the doctor makes decisions, but his patients 
take the responsibility for their correctness! 
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certainty resulting from an exercise of ultimate responsi- 
bility which in its very nature cannot be insured nor cajji- 
talized nor salaried. JProfit arises out of the inherent, abso- 
lute unpredi ctability of things, buFoTtE^ slieer brute f^‘t 
thai t he rg sjts~br Human activity carinoF Fe fintTcip iited 
and th en only in so far as even a probability calculation in 
regar d to the mis impossibleancf meaningle ss. The receipt 
of profit in a particular case may be argued to be the result 
of superior judgment. But it is judgment of judgment, 
especially one's own judgment, and in an individual case 
there is no way of telling good judgment from good luck, 
and a succession of cases sufficient to evaluate the judg- 
ment or determine its probable value transforms the profit 
into a wage. 

The fundamental fact of organized activity is the ten- 
demy to transform the uncertainties of human opinion and 
action into measurable probabilities by forming an approxi- 
mate evaluation of the judgment and capacity of the man. 
The ability to judge men in relation to the problems they 
are to deal with, and the power to “inspire" them to effi- 
ciency in judging other men and things, are the essential 
characteristics of the executive. 

If these capacities are knowm, the compensation for 
exercising them can be competitively imputed and is a 
wage; only, in so far as they are unknown or known only 
to the possessor himself, do they give rise to a profit. 
The powers and attributes of leadership form the most 
mysterious as well as the most vital endowment which fits 
the human species for civilized or organized life, transcend- 
ing even that power of perceiving and associating qualities 
and relations which is the true nature of what we call 
reasoning. It is the margin of error in this most ultimate 
faculty of judging faculties whose exercise is the essence of 
responsible control, which constitutes the only true uncer- 
tainty in the workings of the conq^etitive organization (as 
of any other organization). And it is uncertainty in this 
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sense which explains profit in the proper use of the terin> 
the sense toward which economic usage has been groping, 
that of a pure residual income, unimputable by the mechan- 
ism of competition to any agent concerned in its creation. 

It remains to follow out this line of reasoning in detail, 
to show how a large part of the phenomena of current eco- 
nomic life, on the organization side, are the natural results 
of the fact of uncertainty and this fundamental method of 
meeting it. But it seems best to postpone this further dis- 
cussion until we have examined the bearings of progressive 
change on the amount and kind of uncertainty involved in 
economic life. These two chapters have dealt only with 
the more fundamental features of free enterprise which 
would be met with even in a society as nearly static as 
material possibility admits, and in which a minimum degree 
of uncertainty would be present. We have al)stracted from 
many important features of entrepreneurship which are 
connected with the fact of progress or the presence of the 
conditions of progress, for progress involves uncertainty in 
a high degree and in very special forms. We turn now to 
consider the bearings upon economic organization of the 
various dynamic factors or elements of progress ^ and the 
uncertainty connected with them. 


^ See chapter v. 



CHAPTER XI 

UNCERTAINTY AND SOCIAL PROGRESS 

The general character of the connection between progress 
and uncertainty has been dealt with at various points in 
the course of our inquiry. Change of some kind is prerequ i- 
site to the existence of uncertainty; in an a bsnlnf ply -un, 
changing world the future would be accurately forpkmiwn^ 
s ince it w ould be exactly like the pa st. Change in some 
sense is a condition of the existence of any problem what- 
ever in connection with life or conduct, and is the actual 
condition of most of the problems of pure thought, since 
these are after all more or less related to practical require- 
ments. We live in a world full of contradiction and para- 
dox, a fact of which perhaps the most fundamental illus- 
tration is this: that the existence of a problem of knowledge 
depends on the future being different from the past, while 
the possibility of the solution of the problem depends on 
the future being like the past. The key to the paradox, as 
we have argued above (chapter vii), is to be found in two 
facts. In the first place, we analyze our world into objects 
which behave more or less c^onsistently. That is, we recog- 
nize in things the unchanging property of changing in cer- 
tain ways. If this process could be carried out to complete- 
ness, we should have a completely knowable world. It 
would also, however, be in the practical sense an un- 
changing world. It is a fact familiar to students of our 
thought processes that we thus explain change by explain- 
ing it away. The historic problem of thought is this of 
real change. Th e point for us here is that change according 
t o known law (whether or not we call it change) does not 
give rise to un certainty, yjhfit we practically mean by a 
static wor ld is one ih which all change is of this character. 
!l^t ^the process of formulating change in terms oi lin- 
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changing ‘Taws*’ (properties or modes of behavior of 
“things”) cannot be carried to completeness, and here our 
minds invent a second refuge to which to flee from an un- 
knowable world, in the form of the law of permutations 
and combinations. A law of change means given beha^dor 
under given condit ions, j iut the given conditions ^ of the 
behavior of any objert are the momentar y states an d 
changes of other objects. Hence the dogma of science, that 
the world is ''really made up of units which not only do 
not change (atoms, corpuscles, ether, or what-not), but 
whose laws of behavior are simple and comprehensible. 
But it is contended that there are so many of these units 
that the simple changes which they undergo (ideally move- 
ments in space alone) give rise to a variety of combinations 
which our minds are unable to grasp in detail. We have 
examined this dogma and been forced to the conclusion 
that whatever we find it pleasant to assume for philosophic 
purposes, the logic of our conduct assumes real indetermin- 
ateness, real change, discontinuity. 

Even the assumption of real indeterminateness, however, 
gives mind a new means of pre<liction, through groui)ing 
phenomena into classes and applying probability reasoning. 
This device enables us to predict what will happen in 
groups of instances where we find it impossible to derive 
laws fitting individual cases. The second fundamental fact 
of uncertainty is that this method also has its limits. Both 
methods in fact, prediction by law in individual cases and 
by probability reasoning in groups of cases, have rather 
narrow limitations in everyday life in consequence of the 
organic costs of applying them and the time required to 
get the nec^essary data; both outlay and time are com- 
monly much greater than circumstances will allow us to 
consume in deciding upon a course of action. The actual 
procedure of making decisions in practical life is a rather 
inscrutable or “intuitive” formation of “estimates,” sub- 
ject to a wide margin of error or uncertainty. 
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The significance of change is that it gives rise to the prot > 
lem of the control of action, and in this respe ct th e diih 
ference betwe en predict able and unpredictable change^ is 
conspicuo us. The succession of day and night or the alter- 
nation of the seasons, the vital processes and changes of our 
own lives, waking and sleeping, work-time and meal-time 
and play-tirne, infancy, maturity, and age — such events 
call for action, hut give rise to no problem of action; they 
are predictable. Problems of action arise out of departures 
from routine in changes of all sorts. It is a common obser- 
vation that irregularities would be of much less magnitude 
and consequence in the absence of social progress, and 
a common X)ractice to distinguish between “static’’ and 
“dynamic” risks. The fundamental difference, as we have 
seen, is one of degree only, and consists in the greater un- 
predictability of some actual progressive changes. In i.he 
first place, i t is impossible to draw_ a sharp ^n d significa nt 
distin ction between progressive change an d fluctuations. 
Everything depends on the periodicit y of the change. If it 
is self -compensating in an interval short as compared with 
the length of human life, it does not involve unc‘ertainty, 
and the increasing perfection of organization devices de- 
signed to secure consolidation constantly extends the period 
over which effective self-compensation may come about. 
On the other hand, all our progressiv e changesjoniy be 
ultimately p eriodic for all we kim w. 

Again, progressive change does no t neces sarily carry un- 
predicta biliiy with it; indeed, a 7nerely progressive change 
does not. If the change takes place unitormly, oFln ac- 
cor (lance with any known mathematical function of time, 
the future may l)e foreknown as accurately as if there were 
no change. It is fluctuation after all which is the true 
cause of the uncertainty, fluctuation in progress. In fact 
some changes are fairly “constant” in their operation and 
do not give rise to uncertainties of the sort which disturb 
the operation of competition. Of this sort are the increase 
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of population and the accumulation of capital. Others are 
highly capricious in their action and continually upset the 
calculations upon the basis of which entrepreneurs’ bids 
for productive service are made. 

Scrutiny of the character of the progressive changes 
which we have recognized (chapter v) as significant in the 
study of economics reveals some interesting similarities and 
differences among them. If we begin by distinguishing be- 
tween natural changes and changes due to human action, 
we note that we do not have to consider any progressive 
changes under the former head. Natural changes are 
either of the nature of fluctuations from a constant con- 
dition or else, like the supposed cooling-off of the solar 
system, so slow as to make no difference for human cal- 
culations. The changes due to acts of man are, however, of 
two different kinds. Some are produced by deliberate in- 
tent and others come about more or less incidentally as a 
result of actions directed toward other ends. A study of 
the “real” motives of action would lead far afield, and 
probably yield no very clear and satisfactory results at 
last, but we can make a rough distinction. The improve- 
ment of technology and in large part the discovery of 
natural resources are directly willed, though the latter is to 
a more considerable extent accidental. The accumulation 
of capital may be treated as deliberately effected, though 
with some reservations, and the various redistributions of 
things among persons may be similarly treated, but with 
more reservations. The improvement of wants is partly a 
deliberate matter, partly incidental to other endeavors, 
and partly it “just happens.” The increase in populaj ion 
i s hardly wil led at all; the mattS of its innate qual^ is 
e ven less affected by volitional interfefenc^ Tan in fact 
unquestionably shows rapid retrogression under modern 
industrial conditions); while the education and training 

S ' * the individual are controlledby a nuxture of 

anned action and accident. 
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-pother dichotomy of fundamental importance for the 
stud^ of uncertainly relates to the production as con - 
tmsted with the ^^c of wealt h This distinction 

is also well recognized in discussions of uncertainty, the 
technological ‘‘risks” being separated from those con- 
nected with market changes. It is interesting to observe 
in the evolution of the modern industrial organization how 
the marketing function has consistently dominated that of 
production proper. We have already pointed out that the 
most fundamental determining fact in connection with or- 
ganization is the meeting of uncertainty. The responsible 
decisions in organized economic life are price decisions; 
others can be reduced to routine and men can be hired to 
make them. The uncertainties of the market resist elimina- 
tion or reduction by grouping more doggedly than do those 
connected with technological processes. Even in the transi- 
tion period between the mediseval and modern eras it was 
the marketing guilds which gravitated into positions of 
control, became the “Liveried Companies” and employed 
the producers and set them at their tasks, owning the 
materials they worked upon and the product when com- 
pleted. 

It will be observed that the main uncertaint y w hich 
aff^ts the entrepreneur is that connected wjth the sale 
price of his product. His position in the price system is 
t ypically ^ that of a purchaser of productive services a t 
pres ent prices to convert into finished goods for sale at the 
prices prevailing when the oneration isiinished. There is no 
uncertainty as to the prices of the things he buys. He 
bears the technological uncertainty as to the amount of 
physical product he will secure, but the probable error in 
calculations of this sort is generally not large; the gamble is 
in the price factor in relation to the product. But changes 

^ In many instances, of course, this situation is inverted; the selling 
price is known in advance by contracting and it is the cost outlays which 
are uncertain. 
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in the prices of producers’ goods affect him indirectly, be- 
cause they are likely to be connected with changes in prod- 
uct prices; they form one of the factors to be taken into 
account in forecasting the sales market. This is probably a 
secondary consideration, however, except in so far as capi- 
tal values are involved, a fundamental exception, to be 
sure, which will have to be discussed at length presently. 
The main immediate sources of uncertainty are the amo unt 
of supply to be expected from other producers an d jy[ie 
consumers" wants and purchasing pow er. 

The most fundamentally and irretrievably uncertain 
phases or factors of progress are those which amount es- 
sentially to the increase of knowledge as such. This de- 
scription evidently holds for the improvement of technologi- 
cal processes and the forms of business organization and for 
the discovery of new natural resources. Here it is a contra- 
diction in terms to speak of anticipation, in an accurate and 
detailed sense, for to anticipate the advance would be to 
make it at once. Yet even here, as we have seen, change 
and the uncertainty of change are in some degree separable 
factors. Though we cannot describe a new invention in 
advance without making it, nor say what quantity and 
quality of new natural productive capacity will be devel- 
oped and where, yet it is possible in a large degree to offset 
ignorance with knowledge and behave intelligently with 
regard to the future. These changes are in large part the 
result of deliberate application of resources to bring them 
about, and in the large if not in a particular instance, the 
results of such activity can be so far foreseen that it is 
even possible to hire men and borrow capital at fixed re- 
munerations for the purpose of carrying it on. 

Two further general o!)servations are called for before we 
can take up in detail the effects of the uncertainties i n- 
volved in progress upon the form and workings of the com - 
petitive economic organization. I^is common to think of 
t he e conomic process as the production dFgdod FTor th e 
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satisfaction of wants. This view is deficient in two vital 
respects J In I lie first place, the economic process jiroduces 
wants’ as well as goods to satisfy existing wants, ancT the 
aihount of social energy devoted to the former and iieg- 
lected ph ase of activity is very lar ge and constantly gr ow- 
ing. T he second point is that the production o f t he 
direct means of want~satisf acti on is by no means aIto£reth er 
directed to the ultimate satisfaction of w^ts in any dim ot 
sense of the term s. T he in crease in wealth is to a large 
extent an end in itself as well as a mea nsTortlie nic rease of 
i ncome, an d this also agai n to a rapidly increa sing degree as 
t he standards oT TiTe are^advanced. Men work “to get rich“ 
in a large proportion of cases, not merely in addition to, 
but in place of, consuming larger amounts of goods. It is a 
grave error to assume t hat in a modern industrial natio n 
pfoduetjon ta Tces place only in or der to consumpt ion. It is 
true to a great ali d ever -increasing degree that co nsum p- 
ti on is sac rifi(?ed to i ncreaSi ^ firocTuci ion WTialever our 
philosopliy of human motives, we must face the fact that 
men do “raise more corn to feed more hogs, to buy more 
land to raise more corn tofeed more hogs to buy more land,“ 
and, in business generally, produce wealth to be used in pro- 
ducing more wealth with no view to any use beyond the 
increase of wealth itself. 

Prom the standpoint of effects upon organization we 
must distinguish between the various phases of progress 
already enu merated (in chapter v) ,”th^ iiTcmise 
tion, ed ucatic)!! an 3^traniln^"^acci nhulaii6h^ im- 

pr ovement in technology and business organization, dis- 
covery of ne^^aturai resources, and c^^^ in the ch ar- 
acter of human wan ts. The most important of these from 
our point of view and at the same time the one easiest to 
discuss intelligently is the accumulation of capital. 

I^t us begin with the relation of capital in the sense o f 
material goods to the fundamental strTK;ture q£ socioty . 
The fact!s of progress will be seen to have an intimate con- 
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nection with the very institution of private property. In 
an unprogressive society private property in the modern 
sense of the term need not exist. The social justification of 
private ownership is that the coupling of control of re- 
sources with enjoyment of the fruits of their use is sup- 
posed to give an incentive to use the goods effectively in 
production. The abolition of slavery or property in hu- 
man beings rests on the fact that slaves do not work as ef- 
fectively as free men, and it turns out to be cheaper to 
pay men for their services and leave their private lives un- 
der their own control than it is to maintain them and force 
them to labor. 

The same reasoning applies to property in material 
things, but in an unprogressive state the force of the argu- 
ment is relatively weak. When production methods are a 
matter of routine, as in the Middle Ages, and there is no 
thought of progress, common ownership of land and tools 
is the rule. The problem of control becomes acute when 
methods are changing, and the incentive to change methods 
is mainly the desire to increase property values, to “get 
rich.’’ We can hardly over-emphasize the fact that the 
dynamic urge back of modern economic life is the desire to 
increase wealth, rather than a desire to consume goods, 
though there is a psychological connection of an irrational 
sort between the two considerations. Even when im- 
provement in standards of living does result from the in- 
crease of wealth, it cannot be assumed that this was the 
motive; for as we have previously emphasized, a permanent 
net increase of wealth must come from a surplus x>roduc- 
tion on the part of individuals which they never plan to 
consume, but expecl to die and leave behind them.^ 

^ A small amount of capital wealth would, of course, result from the 
temporary investment of savings later withdrawn and consumed. An 
adequate discussion of the motives involved in the production of such 
surplus wealth would be beyond the scope of this work. The writer would 
say, however, that the theory of an ‘‘instinct’’ of acquisition or accumula- 
tion seems to him to be even below the plane of scientific thinking of the 
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The most direct connection of the uncertainties of prog- 
ress with economic theory in the conventional use of the 
term is in relation to the exj>lanation of interest. Interes t 
i s^a ph enomenon connected with the incTcase of the nia- 
t erial equipment of socie ly and d ependent on the un<^- 
taintv involved in the proces s. I t might or mig ht no t ex ist 
i n a ‘‘static*' society, depe nding largely on how rigidly the 
t erm *'statiu^*ls in termete^ productive go ods 'were not 
changeable in either form or amount or distribution th ere 
would be no occasion for the lending of free capit al, a nd 
interest would not exist; if all equipment wei^ fixe d in form 
and amoui T^^^ from one individual t o an- 

oUrer, it might exist ; with productive goods fixed in amount 
(no net saving or consumption of “ca])itar’ taking place), 
but changeable in form, interest would doubtless be found, 
but would make no appreciable difference in the distribu- 
tion of income, as it would differ in very little but name 
from rcnt.^ 

To understand interest it is necessary to have clearly in 
v iew the me^a msfirof theTTeatioirbf c^^ 
t hrough the process of saving and inve simei it. The clas- 
sical conception of caiiital as advances to laborers’" ^ is 

famous “ciorrnitive virtue” of opiates. The latter at least is a real prop- 
erty or mode of behavior of something, while the human activity of ac- 
cumulation is not a distinctive reaction, but a manifestation of the same 
tendencies found in human conduct generally. I'he “creative” or “con- 
structive” impulse is open to the same objection; the “pleasure of being a 
cause” used by (iross, Prey<T, (’ooley, and others seems to be the best 
description of action not directed to gratifying an itnmcdiate and con- 
scious need of the organism as a vital machine. It. is merely a confusing 
misuse of terms to call an undifferentiated and undirected tendency to 
action-in-general an “instinct.” 

^ See above, chapter v, where it is shown that the “capitalization rate” 
which would determine or rather arise out of the sak- value of property on 
the second of the above assumptions is not interest in the proper sense of 
the term, and that its rate is determined by “psychological” considera- 
tions of “time-preference,” very different from the forces which deter- 
mine the rate of inten^st in the present world. These forces we now pro*' 
ceed to analyze more in detail. 

* Substantially followed by Taussig, and rightly so. See Wages and 
Capital; also Principles oj Economics^ chaps. 38-40. 
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essentially sound at least as a starting-point, though it 
must be amended or qualified in two particulars. The de- 
scription applies, first, only to new or “free” capital, capi- 
tal in the process of formation; it is true in the sense that 
capital goods come into existence through an “advance- 
ment” of consumption goods. In the second place, the 
advances are not made to laborers only, but to owners of 
already existing capital goods (and natural resources if 
these are separated from capital goods) as well. The diffi- 
culties and confusions with which interest theory is beset 
arise largely from the use of terms, notably the ambiguity 
of the term “capital.” In the discussion which follows we 


“ capital” to a much narrower meaning, relating to this 
antecedent stage in the creation of capital goods or tQ. .iheir 
v alue as distinct from the good s the mselve s. 

The nature of capital creation lias been made clear by 
many writers. The primitive man constructs his own 
equipment to increase the efficiency of his own la])or, and 
what he dies possessed of is likely to be buried with liim. 
In organized civilized life the process is different in two 
respects. In consequence of specialization certain persons 
devote their energies altogether to the ]>roduction of equip- 
ment goods, others not at all; and in the second place, a 
great permanent fund of goods is built up and maintained 
and increased from generation to generation. Yet what 
happens on the whole is fundamentally the same, though 
the division of labor makes it somewhat more difficult to 
see. Those who are engaged in the making of equipment 
goods are naturally not at the same time making their 
own living; they must live out of a surplus of consumption 
goods either stored up in advance or diverted from the use 
of those who produce it contemporaneously. I n eitheiLc ase 
the first requisite to capital creation is the creat ion oLfi 


shall employ the expre ssion * ' capiFa T goods' ^ td‘~rerer to 
‘ ‘ the produce o? past industry used for i^urther produ ction, ’ ’ 
the concrete instruments and tools, and restrict th e term 
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surplus, the production of more goods than are consumed ^ 
^gimebody at some time prior M the cprnipg 

dice of the capital ^oods. This is the essent ^Hl 
“^saving.” 

In civilized society the makers of capital goods in- 
clude landlords and owners of capital goods as well as 
laborers. All who furnish productive services of any kind 
to the capital goods producing operations are manifestly 
paid out of prior production or excess contemporary crea- 
tion of consumption goods by other persons and equip- 
ment. The es sence of the proces s is that a surpl us qfjjon- 
sumption good~set aside by being “ savedT iTImakes pos- 
s ible the 'd iver ^on of productive resources f rom th e creation 
of consumptioTTg oods to the creation of producers’ goo3sI 
This is what is m eant by ’ 

The series of events is further complicated by the in- 
tervention of money, for a relatively small proportion of 
students of economics ever learn to think back of the ex- 
change function of money to the transfers of real things 
mediated by it. Saving is erroneously thought of as the 
saving of money, and the income of the producers of capi- 
tal goods as a money income. Of course the money is a 
mere medium of exchange. It represents to the saver the 
ownership of a certain amount of the wealth of society, 
which can be “drawn” or “cashed” in any form he pleases 
at existing prices. If the saving is “invested,” used for 
capital creation, this wealth is transferred to those engaged 
in these operations and “cashed” by them in the form of 
the things they want, mainly consumption goods. The 
title to these things is what the saving is and what is trans- 
ferred. The transferred goods maintain or support the pro- 
ducers of capital goods, including laborers, landowners, and 
owners of capital goods who would otherwise be engaged 
in making consumption goods for themselves or for ex- 
change. Interest arises when saved wealth is not invested 
b y the save^but transferred b y loan to anoth^ 
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either direct from saver to investor or me diated by a bank 
or financiid institu ti on as mi ddleman. 

The loan at interest is thus a means of securing specializa- 
tion of function, enabling one set of persons to save surplus 
wealth and another set to convert savings into capital 
goods by advancing tliem to the owners of productive serv- 
ices who then use these services to create the capital 
goods instead of the consumption goods which they would 
have been used to produce had no saving taken place. The 
operations could be carried on without specialization; di- 
vision of labor here as elsewhere involves economy merely, 
but is not the only way of getting things done. The savers 
could advance their owii surpluses to owners of productive 
services and create capital goods on their own account, 
either themselves exploiting these new productive goods or 
transferring them by lease to other entrepreneurs. The 
gains from having them transfer this function to others 
who make investment their business are of the same 
character as the gains from specialization in any other 
connection. 

Notably the gains are the same as those which arise 
from the specialization of the entrepreneur or control-plus- 
responsibility function, for this is what is really involved in 
the loan. Let us suppose that the saver does his own ad- 
vancing and comes out the owner of the capital equipment 
which results from his saving; what will he do with it then? 
He might also employ this new equipment himself in the 
production of the sort of goods to which it is adapted, 
continuing meanwhile the original business or profession 
out of which he made the first saved surplus. But we 
know that it is in general much better and much more 
likely to happen that he shall lease the equipment at a 
fixed rate to an entrepreneur for actual operation. Let us 
make it as clear as possible that exactly the same sort of 
gains are realized by his transferring the surplus of goods 
itself to an entrepreneur at a fixed remuneration and leav- 
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ing to the latter the construction as well as operation of 
the new equipment (or leaving the construction and opera- 
tion to two different outside entrepreneurs). 

The saving of surpluses is clearly one function or opera- 
tion and their use to make possible the creation of new 
equipment another and quite different one, just as the 
furnishing of productive services is one function and their 
use in the production of goods is another. In fact a little 
reflection will show that the operation of converting sur- 
plus goods into cat)ital goods partakes in an especial degree 
of the characteristics which lead to the specialization of 
the entrepreneur function in the field of ordinary productive 
operations: namely, it involves special knowledge and fore- 
sight of future conditions. A surplus of consumption goocls 
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exercise of judgment is greater as the uncertainties of prog- 
ress are greater than those of routine operations, and the 
necessity that the responsibility be taken by the person 
who exercises the judgment — of the situation or of the 
human capacity to judge it — is correspondingly great. 

Under freedom of contract the machinery wliid i natur- 
ally grows up for effectin^r this specialization is the machin- 
ery of the market, working in the same way as m the case 
of entrepreneurs’ bargains with the owners of productive 
s Syic^^. S urplus consumption good~or title s to these in 
the fo rni of money or bank deposits, form a pe rfectly stand- 
ardized commodity of an ideal sort for tradin g"] It is also 
extremely mobile, still further adapting it to the operations 
of a market of the widest scope. Banks and financial in- 
stitutions have this market highly organized, dlie actual 
workings of the market are the same as those of any other 
markclT' At jmy time there is a price established, which 
iiTtKIs case is unii^ially dchnite and uniform. Tt is not, 
indeed, a single homogeneous coimhodity that is dealt in, 
for funds for different sorts of investment admit of the 
specialization of the entrepreneur function in widely differ- 
ent degrees. But after all the loan market represents a 
narrower range of prices according to grade and kind of the 
goods than is true of nearly any other market to t>e named. 
Men who are willing to purchase at the established price 
meet men who are willing to sell at that price; others do not 
enter the market. If more of the commodity is offered 
than will be taken at the existing price the price falls, and 
vice versay keeping the pri ce constantly a d jus ted to the point 
which equates the supply^nd demand. 

The buyers* decisions td"ente7The ma rket represent a 
judgment of an in vestment opportunity that will yield a 
(logether with ability to give the security demanded 
i»-consideration of the rate on the particular kind of loan). 
The entrepreneur in this case must make an estimate of 
the future, involving a very complicated series of factors. 
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The borrower of funds (like the hirer of other agencies) for 
routine productive operations estimates the physical prod- 
uct to be turned out by their use and the sale price of this 
product. The borrower for the purpose of creating neW 
capital equipment ^ must estimate in physical terms the 
results of his constructive operations, the physical output 
of his equipment after it is in use, and both the cost and the 
salability of that product, all of which are in the future by 
the interval required to construct the equipment in addi- 
tion to the period of production in the industry. Bes ides 
all^hich it must be kept in mind that the construction of 
a 


tfungs the business must purcluise~as well as the tliTngs 
which If 'sehsT and~tImOibiWally requires a much lon ger 
t ime fTian t he ih^c m e ^u iiucaTTom^^^^ of the plant. 

The specialization of entrepreneur acfrvatTelTnay go far- 
ther than above indicated in various ways. In particular, 
the use of surplus goods, represented by money funds, in 
constructing new production goods may be separated from 
the operation of the new equipment when constructed. But 
for obvious reasons tins is also likely not to be the case. 
Constructi on includes, as we have see n, an initia l period of 
o pcrat ion Ion ger thair the ^d nstructi on period itself in t^ 
narrow se nse, and the overlapping m time makes them 
diSjcuIt to sepa r^e It commonly happens, Tndeed,"" iliat 
the mechanical part of building a plant is turned over for a 
fixed consideration to anqther enti^preheur, a contract or. 
Of course the starting of new enterprises with a view to 
their sale or even lease to others for operation after they 
are established as going concerns is not at all unusual, but 
can hardly be said to be the typical procedure in most lines 
of business. 

^ Borrow^g for the purchase of productive equipment already in 
existence (land or other goods) manifestly makes no difference in either 
the demand or supply of capital and hence has no effect on tJbe interest 
rate. 
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The importance of the distinction between capital ait j 
capital goods should now be cle ar. The busine ss world 
thinks of capital as money funds . Money, however, is only 
a medium of exchange, and in the investment function rep- 
resents a title to a surplus of wealth, practically speaking 
a surplus of consumption goods. This is the real meaning 
of / ree capital^ which is a staa'e in the development of caui - 
tal goocis . Th e crux of current c onfusion in interest tlieory 
I iesin failure to see the sij^nificanee of tlie fact that we 
live in a progressive society, that new net surpl us 3,rodnc- 
tion is constantly flowing through th e loan market into the 
invest ment field and being converted i nto material equip- 
niehtT^ That is, it is surplus production on the part of the 
individuals and classes who save it; from the standpoint of 
society as a wliole there is no surplus production of con- 

tions to capital equipmen t. In an unprogi'essive society 
where new saving was not being used to create new re- 
sources, there could not be interest in the sense in which 
the term has signifutaiice to economic theorists, — i.e., 
as a distributive share, — though interest could be paid 
for consumption loans. At present consumption loans are 
negligible in comparison with loans for conversion into 
new productive goods; when they are made they, of course, 
take the same rate of interest, allowance being made for 
degree of security against loss of interest and principal.^ 

In terest is the payment for the use of free capi tal; fox 
the use of capital goods when employed ^jinotlier than 
t heir owner, the payment i s a ren t. Interest is manifestly 

^ From the standpoint of an ultimate long-time treatment of interest 
theory it is important that this conversion is not usually utterly irrevo- 
cable. The process can generally be reversed, the capital withdrawn, and 
the wealth recovered in the form of consumption goods — n»ore or less 
quickly and effectively — by undcr-maintenance of the capital goods. 

^ See chapter iv for a discussion of the possibility that interest might 
appear in connection with the use of property in a static .state, and chap- 
ter V for a similar discussion with regard to a progressive society with un- 
certainty absent. 
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paid out of the produce of the proy>erty created with the 
resource s obtained by the loan ; it is part of the prQduc e_pf 
t Se goods which were in the mind of the borrower 

w hen the loan was made, which the cayital represented t o 
hinn This yield of 'property must again be distin^uisired 
from rent ; the former is the actual return realized from the 
exploitation of the material things ^^while ren t is the com- 
petitive market value of their u se. Rent is paid oufT} the 
property yield if the property is actually leased; if it is 
managed by the owner, income should still be imputed to 
it on the basis of its fair rental value. The yield should in- 
clude rent plus a profit^ if the entrepreneur is to get any 
remuneration for the performance of his special function.^ 

These three species of income thus form a sort of con- 
catenated series, tied together by two forms of profit. The 
actual yiel d of the ]>ropcri-y includes the comT:>etitivc r eiR, 
and the profit which p ays the responsible entrepre neur who 
exriloit s it. TTie rcntln turn includes competitive interest 
on th e inv e stment (the or iginal value sacrificed to create it) 
plus a profit wh ich is t he remuneratimi for the entrep reneur 
func^ n of converting the investment into th e coQerete 
goods. 

One striking differe nce between rent and interest has 
b een especially fruitful as a source of confus ion In the 
theory. Both a re ex|3ressed as rates, per dollar y>er year, 
buF* the explan ation is very different in the two cases , 
Eterest is naturally a rate, a rati o between two values . The 
obi<^t transferred from saver to entrepreneur is expressed 
in value terms, a certain amount o f money, representiiig 
s urplus^gli^m ^s' g^^ to a certaTnrn///^. and the returp 
to the c apita list is also stated in value terms^ If rent is 
stated as a rate m return on the investment, however, the 
relation is inverse; the investment in this case means not 

^ Whether entre])reneiirs as a class or on the average do secure re- 
muneratioh for their services as entrepreneurs in the strict sense — i.e., 
exclusive of payujent for their work and for the use of their property — 
is a point about which question will be raised in the next chapter. 
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an original value magnitude, but the sale value of the prop- 
erty, which is the result of capitalization at the current 
rate of interest. For obviously in a progressive society 
where men are constantly lending funds of value at interest, 
freedom of exchange between value funds and productive 
goods will fix a value on the latter equal to the investment 
necessary to produce an equivalent return. It is this phe- 
nomenon of capitalization which to certain writers of the 
“psychological school “ ^ has obscured the fact that what 
is transferred in a loan at interest is a fund of value which 
is not the result of a capitalization process, but is valued as 
an immediate utility. 

Capitalization and property values are fundamental to 
an understanding of the phenomena which arise out of the 
uncertainties present in a progressive society, and call for 
some further discussion on their own account. When a new 
productive enterprise is once established and shows promise 
of yielding a profit above the competitive rates of return on 
the resources put into it and those necessary for its 0]:>era- 
tion, this entire future yield, discounted to its present 
worth at the current rate of interest, can be drawn or 
c ashed in at once b y the sale of tl^ property Taken in 
conjunction with th^Tact observed above, that the desire 
to own productive wealth is by no means merely an in- 
direct desire to consume its revenue, this fact of the an- 
ticipation of future income by capitalization increases 
many fold the incentive to embark on new ventures. Even 
when the owmer of the enterprise has no intention of selling 

^ Time preference or discount of the future, as more fully explained 
elsewhere, has nothing to do with the interest rate except in determining 
the supply of new capital (rate of saving). This indirect effect becomes 
appreciable only over long periods of time, since the saving made in any 
short period is negligible at best in comparison with the total investment 
previously made, or more strictly that part of this total which retains 
some degree of fluidity, and is also negligible in relation to the total de- 
mand for capital in the market. 

* Allowance must be made for the uncertainty of the permanence of 
the income. 
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the property, but considers only operating it to secure an 
income, the paper profit on the capital value must be con- 
sidered a part of his remuneration more or less separable 
in his mind from the profit in the shape of an income above 
the comi>etitive return on the investment. 

It would be hard to overestimate the error involved in 
the psychological interpretation of economic motive as 
desire to consume goods alone. Even the desire for an in- 
come is not simply a desire to consume. For societies, or 
social classes in any society, near the subsistence margin, 
this is more nearly true. Even the so-called “subsistence 
margin,” however, in any advanced society like the United 
States includes probably several times as much as is really 
necessary to gratify the animal wants and maintain health 
and physical efficiency. This does not mean that an in- 
dividual can really live on a fraction of wliat those with the 
lowest incomes actually consume, for in a civilized societyy 
the conventional necessaries may be as indispensable in 
fact as the animal necessaries. Hie motives for the con- 
sumption of even the conventional necessaries are none the 
less different from the animal needs. Hie desire (or neces- 
sity) for conforming to conventions is not the same thing as 
the need for food and protection; the easy fallacy is con- 
fusion of the requirement for food, clothing, and shelter 
of the conventional kinds with the requirement for food, 
clothing, and shelter as physiological necessities. A large 
part of the consumption of persons, in the lower income 
strata even, does not yield satisfaction as consumption: 
the motives and cravings are social in their origin and 
nature. It is a commonplace that many of the necessities 

In separating the desire to increase one’s possessions 
from the desire to consume goods, we of course make no 
pretense of carrying our analysis back to “ultimate” 
motives, but an observation in this connection may not be 


Mvwere not avan 


“trnirkn 


c estors a few generations ago, irre spective of their wealth 
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out of place. Adverse reference has been made to the use of 
instinct psychology in economics. In the writer’s view the 
lists of instincts given by Parker and others are superficial 
in the highest degree; yet it must be admitted that this 
literature represents progress, in comparison with the 
naive psychologizing of conventional economics. The 
instincts are a step in the right direction, carrying l)ack the 
immediate lines of endeavor to more generalized motives 
and impulses. The defect in the procedure is that it stops 
halfway on the road to a rather obvious goal. Man has no 
instincts in the sense of tendencies to act in a definite way 
under definite circumstances, at least above a plane so low 
that they are as properly inierpretcd as reflexes. He lias a 
few needs, of course, but the knowledge of their mode of 
satisfaction is not innate. We should never know, if un- 
taught, what to eat, if indeed 'we should connect the jiangs 
of hunger with the act of eating at all in the absence of 
knowledge gained by teaching through stimulating certain 
reflexes. And similar statements pro})ably hold for sex 
behavior. It seems clear that in our whole higher life above 
the plane of food and sex and primitive pleasure-pain re- 
actions, our activities result from a single unspeeifie<l, un- 
directed tendency to act purposef idly, the specific direction 
of the desire and activity being determined liy suggestion 
from the environment and critical reflection upon such 
outside suggestion. All the instincts not directly con- 
nected with self-preservation (and the specific content of 
even these as we have seen is largely taught) are easily 
analyzed into each other; any one of them — or better, any 
pair, for they run largely in pairs of opposites — if inter- 
preted broadly will account for most of our conduct. The 
only differentiation that would have any meaning would 
be the separation of an instinct of repose from the instinct 
of action; and repose is a mere negative. 

Possibly thought is sometimes enough different from 
motor activity to justify a separation, but this would cer- 
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tainly be the case with exceptional individuals only, and 
the instinct theorists insist on universality as a criterion 
for a true instinct.^ 

The conclusion we are here interested in, however inter- 
preted into human nature, js that^^cial progress on Ahe 
materi al side is largely motivated by a desir e to possess 
wealth, and th ^ the rble of uncertain ty in connecti on^it h 
capilalTzation Is to make it possible for an i ndividu al 
t hroulpr's^ i\idgmer iLi>X ^<^d IncF toobtain a larg e 
increase in his wea lth in a short time. In addition capitali- 
z ation brm gs about a reduction of uncertainty th roug h 
conso lidaHorirm 'a’w ^I)^ chapter. 

Persons who are fitteT f or andTuijoyThahiiig new v<ni lures 
can specialize in this type of economic activity, selling the 
new enterprises when established. Thus by bringing many 
ventures within the scope of action of a single individual 
(or business unit) the errors tend more or less to cancel 
out ; and an estimate can be 1^*^ nlijAfii-L-A viiW 

of the entr epreneur ability exemplified, still furthex-Jas- 
dTicing ihcTniaT^^^^ urTc^famty m any p a rlicjyiliir venture. 

It goes without saying that the ])lienomena of capital- 
ization hold good for established enterjirises as well as 
new ones, change in the curr ent yiel d of any pro- 

per ty whatever at once accrues, in so far as it is viewed 
as perman ent, in thejor m of a change in the cajiital v alue 
o f thfit propert y. These changes in capital value often 
overshadow in importance the changes in income. Such 
changes in capital values, depending on the anticipated 
future income of the property, do not necessarily wait for 

^ The corn'd line for a scientific interpretation of human behavior is 
in the writer’s view well indicated in the “Methodological Introduction” 
(by Professor Thomas) to The Polish Peasant in Europe and Amcriea, by 
Thomas and Czaniecki. Professor Thomas’s analysis runs in terms of 
“values” (social customs, conventions, or mores) and “attitudes,” the 
result of individual criticism of the established values and lending (‘on- 
stantly to modify and reconstruct the latter. This view is also harnionious 
with that of Professor Tufts, formulated in more general terms in the 
essay on “The Moral Life” in the volume entitled Creative Intelligence. 
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or synchronize with clianges in current yield itself. The 
phenomena of speculation thus result from the endeavor to 
foresee the yield of salable productive goods and to take 
advantage by purchase and sale of the resulting changes 
in present values magnified by capitalization. Of course 
the desire for the income itself continues to operate, but 
for important classes of business men these considerations 
are eclipsed by the hopes of profiting by changes in capital 
values. Many of the important and sinister phenomena of 
modern economic life result from these facts. Those in 
control of the policies of a business are almost inevitably in 
a better position to foresee its future earnings than are 
outsiders, and it is difficult to prevent their taking ad- 
vantage of this position to the detriment of their efficiency 
as managers of productive operations. The “corporation 
problem” arises largely out of this situation. 

Matters become still worse when the managers. n£ pro- 
ductive pr operty bcg^n to mani pulate their industrial and 
fin ancial policies with a view to 'producing changes^ in 
capital values, of which they inevitab l y know in adv ance of 
outsiders and of which they take advantage with corre- 
sponding ease. Instances of such action with enormous 
gains reaped by insiders are familiar to all who know any- 
thing of modern corporation history. It is hard to see how 
they can be j>revented without a strengthening of the 
moral code of business and a strict application of criminal 
law.^ The possibility of capitalizing the gains of all sorts of 
fraudulent activity, getting out from under and leaving 
the issues to be fought out between the victims and “in- 
noc*ent holders,” is indeed a serious menace to the efficient 

^ Veblen {The Theory of Business Enterprise) has made much of this 
form of business activity. Perhaps it had been neglected unduly by econ- 
omists, but Veblen’s allegation that such stealing through the produc- 
tion of disturbances in business arrangements is the usual or characteris- 
tic activity of modern economic life is of course merely humorous. Daven- 
port also, following Veblen, shows a propensity for the view that the 
members of modern economic society enrich themselves by mutual pre- 
dations. 
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working of a productive mechanism organized on the prin- 
ciple of private property and free contract. Perhaps as bad 
as manipulating policies for the sake of (juick gains on the 
securities market is the corruption of sources of information 
for the same purpose. In a ’world where uncertainty plays 
so great a part as it does in our progressive private-property 
society, the virtue of truthfulness becomes the very pearl 
of character. 


so far discussed in this chay^ter is solely 
that which arises from the conversion of fr ee capital (sur- 

pIuTl^ ^Limption gooffs repr^^ i>v circulRting mg. 

djuial* i nto new productive equipment of kinds alread y 
familiar^ The (Teat ion of free capital itself is sub ject to un- 
certainty, which calls for some notj ee. We are not con- 
cerned with the eflec'ts of uncertainty on the saver (not 
also investor), since that is a matter of his inner conscious- 
ness and does not produce objective effects in modifying 
social organization. Of interest, however, is the fact that 
productive business counts on the interest rate as a datum 
in its calculations. It would seem that in a society made up 
of persons wdth a toleraldy stable human nature and living 
in an environment as little subject as ours to progi’essive or 
capricious change, the supply and demand of new^ saving 
would be nearly constant, the market being as large as it 
is, and that the interest rate W’ould be free from extreme 
fluctuations. We know that such is very far from bein g 
the case^ It is man ifest that changes mUic interest ra te 
are as effejgt jye j n the viel d f^f- the, property in 

producing changes in capi ta l value s. 

An explanation of the variations in the in terest rate 
would carry us intotEe^eneral theory drTnrsiness eon- 


Qiiions ai m me uusmess cycle, an excurs ion precluded ny 
t Ee limitTof spac e. We must point out, however, that tKie 
theory of a uniformly progressive society is profoundly 
modified by the ten dency hitherto manife sied jmtk^r 
moderil industrial conditions for growth to take 
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wave s. It is like the oft-cited advance of the tide up a 
beach, advance and recession alternating and obscuring 
even the fact that a small gain of an occasional wave con- 
stitutes a net advance. Economic progress under real con- 
ditions shows similar advance ahdlrecession, proceeding in 
cycles of a chary ter now fairly well und erstood^ bu t of such 
uncertain length that the consequences at the turning- 
points are oTten cataJtS^ncT'^A fiart of the phenome- 
non IS due to the fact that the c rcalion of new capital iS-SO 

issue of ci rcu lating medii^^ by 
commercial bank s. ley^ beijng 

even niore depe ndent on this precariou s exchange medium, 
the operations of business proper find t hemselves tied up to 
the t endencies of a credit currency under priva te control to 
exp and to a point of instability and under th e least shock 
to collaj) se. These phenomena enormously increase the 
uncertainty of business operations and create opportunities 
for making large gains through the exercise of superior 
foresight or by good luek.^ 

The above description of the uncertainty relations of 
one of the elements of social progress, brief and inadequate 
as it is, must suffice for the present sketch. Moreover, the 
other progress factors, though more complicated and diffi- 
cult of treatment, will have to be disposed of very briefly by 
a mere indication of some of the similarities to and con- 
trasts with the grovdh of capital. The increase of popula- 
tion may be briefly handled. In the aggregate, it is not 
subject to enough uncertainty to produce any noticeable 
effect on the organization of society. Over long periods the 
general increase, if it proceeds faster than new lands are 
opened, as it has since the industrial revolution, causes a 

^ Davenport (Economics of Enterprise) has emphasized the fact that 
the short-period changes in the interest rate are due to changes in the 
supply of bank funds. He is to be criticized for failing to make it clear 
that the long-time questions must be handled along wholly different lines. 
Cf. also Moulton, “Commercial Banking and Capital Formation,’* 
Journal of PolUiccd Economy, 1918, pp. 484 ff., 638 flf., 705 fif., 849 ff. 
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rise in the value of “land.” This change, however, as an 
aggregate is so far overshadowed by the differences in the 
changes at different locations that it may be passed over. 
There is little question that in fact speculators in land 
make on the whole less than the competitive return on their 
investment, though this is difficult to prove conclusively. 
The outstanding phenomenon is the large gains and losses, 
especially the large gains from a few fortunate investments 
in real estate held over a period of generations by the same 
families. We shall recur to this theme in the next chapter. 
It is clear that the main cause of the differential rates of 
value increase is another one of our progress factors, the 
redistribution of the population over the soil. The mixture 
of foresight and pure luck in the production of gains from 
such uncertainties is an interesting question, but one about 
which there seems to be little comment worth making. An- 
other phenomenon in connection with the increase of pop- 
ulation over long periods is the redistribution of wealth 
and probably of ability among individuals. We know that 
the wealthier families increase much more slowly than the 
less wealthy, and there is every reason to believe that the 
same applies to the more as compared with the less cap- 
able. As wealth and ability arc both inherited in varying 
degrees the consequences are obtrusive, in their general 
character at least. These facts do not affect the form or 
theory of competitive organization, but as they modify the 
material upon whicli the mechanism works the results are 
none the less subject to change. 

Another progress factor, the increase in the available 
supply of natural resources, has l>een referred to incidentally 
above, and as the relations of “land” to “capital” were 
discussed in an earlier chapter, this topic need not detain 
us long. Discovery of new natural wealth may result from 
pure accident, in which case its value is all pure profit, 
which in consequence of the principle of capitalization may 
be cashed in at once by the finder. But this is not what 
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usually happens. In the case of agricultural land the con- 
ditions and rewards of pioneering are fairly ascertainable. 
If any profit results from these operations it is an exceptional 
case or else it is remuneration for some special sacrifice 
undergone; i.e., is not a profit at all. With mineral re- 
sources things are different. Here there is an enormous 
amount of complete unpredictability. Under old-fashioned 
methods there is no question that prospecting for the pre- 
cious metals involved in the aggregate enormous losses. 
In regard to other minerals, coal, oil, iron, copper, etc., the 
present writer has no ground for forming an opinion, but 
would “guess” that the search for these things being less 
feverish, the accidental gains arc much less in arrear of the 
losses. Recently the search for precious metals has been 
placed on a much more scientific basis and there is doubt- 
less in the aggregate less discrepancy than formerly be- 
tween the returns realized and a normal competitive re- 
turn on the resources invested. 

The point which calls for emphasis is that where the 
possibility of securing wealth by the discovery of natural 
resources is known, along wuth something of the operations 
and outlays required, resources will be attracted into the 
field of searching for them in accordance with men’s esti- 
mates of the chances of success in relation to the outlays to 
be incurred. The quest of wealth by this process thus be- 
comes to those engaged in it an ordinary business opera- 
tion, differing from the routine production of goods for 
immediate consumption in no matter of principle, though 
perhaps affected by a larger degree of uncertainty. And 
the same organization devices will be called into existence to 
deal with the uncertainty present — large-scale operations, 
the use of insurance where possible still further to broaden 
the base of the calculations, scientific research into the 
conditions of prediction and control of results, etc. Entre- 
preneurs engaged in exploration and development work 
bid in the same market against entrepreneurs in the fields 
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of static industry for the same fundamental productive 
resources, and competition must fix a uniform price for 
both uses and bring about the same tendency to equality of 
cost incurred with output secured over the whole field of 
investment. 

Another factor of progress having exceedingly complex 
uncertainty relations is the changes i n human wants. 
These changes, again, may just happen, acSdeiilallyror 
they may take place more or less in accordance with law 
and hence predictably, or they may be deliberately brought 
about by the expenditure of resources for the express pur- 
pose of effecting such a change. If they happen unexpect- 
edly the disturbances in incomes and capital values which 
result must be classed as pure profit or loss. In so far as 
they can be foreseen, no profit will be realized. In so far 
as they result from a deliberate expenditure of resources, 
they become as all other economic operations. The amount 
of profit realized will then depend on the effectiveness of 
competition based on foreknowledge of the results of the 
activity. In this respect the “production” of w^ants is like 
the production of goods. In fact, as we have previously 
observed, the advertising, puffing, or salesmanship neces- 
sary to create a demand for a commodity is causally in- 
distinguishable from a utility inlierent in the commodity 
itself. 

The last progress factor calling for notice is that of 
knowledge, or what may be designated by the term “in- 
Vfntion” taken in a broad sense. It isTTcommonplace fact 
that one of the chief sources of uncwtainty in business life 
is the improvement of technological processes, methods of 
organization, and the like. It is difficult to draw a rigid 
distinction in principle between the discovery of new facts 
and the production of change in the facts themselves as 
objects of knowledge. It is plain that the finding of new 
natural resources is equivalent to their creation and the 
difference in the case of human wants is also rather hazy 
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and metaphysical The important practical difference 
between discovery and creation relates to the matter, re- 
ferred to in a previous chapter, of the cost of reproduction 
of ideas as (jompared with things. Tlie knowledge of a fact 
may be extensible almost without cost throughout the 
membership of competitive society. Of course — and this 
is an observation wdiich students of the phenomena have 
neglected to make — it also may not l)e of this character; 
it may cost as much to get an idea into a head as it does 
to get matter from one form into another, and it always 
does cost some expenditure of energy somew^here. In 
general, however, a competitor can get the idea of a new 
method or process at less cost than lie can get new material 
equij)ment, provided energy is not expended in preventing 
him from doing it. Moreover, the mere gratification of 
curiosity may be ami)le comi>ensation for the effort re- 
quired to get an idea, so that this cost can be entirely 
neglected or may even become negative. 

The essential facts about new knowledge for our pur- 
poses center around the qualities of the productive equip- 
ment, including laborers, requisite for eari^dng it into 
effect. A new process usually calls for changes in the forms 
and attributes of productive agencies and necessarily in- 
volves new combinations among these. In very simple 
cases, however, little may be involved beyond new manipu- 
lations of old things. Like all the other phases of progress 
this one may result from accident or from the planned ex- 
peiiditure of existing resources. Even in the case of ac- 
cident w^e cannot say that anticipation of and allow^ance for 
the change is entirely eliminated. For it is not meaningless 
to assert that even of things beyond our knowledge or 
control some are more likely to happen than others. We do 
make such judgn^ents and in the large they are probably 
more right than wrong, however mysterious may be the 
basis upon which their value rests. In so far as the prob- 
ability of a discovery can be estimated it is evident, as in 
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the case of progressive changes previously discussed, that 
entrepreneurs will make allowance for its effects and in so 
far it will in the aggregate cause no competitive maladjust- 
ment and produce no discrepancy between the prices paid 
by entrepreneurs for productive services and the prices 
received for their products. The value of such estimates is 
naturally very small, and we may assume that most of the 
offsetting of gains and losses from disturbances due to 
accidental discoveries is itself accidental and not the result 
of calculation. 

In the case of new knowledge which is the result of 
deliberate thought, investigation, and experiment, the 
element of predictability is of course greater. As inscrutable 
as with accidental discoveries, almost, are the operations 
by which we form an estimate of the chances of success in 
such operations, but the fact is inescapable that we do 
form such estimates and that they have considerable value. 
Much scientific and business research is now^ carried on 
under some approximation to comj)etitive conditions by the 
employment of large-scale methods. That is, it is possible to 
foresee the average long-run results of the operations wnth 
sufficient accuracy to cause the employment of resources in 
the field up to a point wLere the return is approximately 
equated with the return from the same resources in the 
general competitive market. In any case it is clear that in 
so far as the results can be predicted tlie investment of re- 
sources in the acquisition of new knowledge will be so ad- 
justed as to equate the return with the general competitive 
level, which is to say equate realized values to costs and 
eliminate profits. 

The matter is indeed frequently, if not usually, com- 
plicated by the very low cost of indefinitely multiplying an 
idea when it is once secured. As a consequence of this fact 
the inventor or discoverer usually has to make some special 
provision to limit the use of his results to his own business 
operations. In certain fields this can be done through legal 
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protection granted by the State in recognition of the value 
to society of the service. In others artificial measures for 
secrecy must be taken. In many cases no direct safeguards 
are available and the economic profitableness of the idea is 
limited to the period of time required for competitors to 
copy the new method. Regular commercial research in 
these fields is doubtless rare. Even legal protection is valid 
only for a limited period of time and secrecy cannot often 
be permanently maintained. When the idea becomes 
common property it is like any other superabundant 
element in production, a free good and no longer a pro- 
ductive factor in the effective economic sense. 

It m ay o ften happen, howe ver, that one of th ^rQsufa of a 
new depa rture is greatl^T lolncrease the value of some lim- 
ited kind of material or liumari productive ser’^ce. If this 
semce Tie^ that of aT non-reproduci ble naluf ST^gent the 
inventor may permanently secure that part of the value of 
his idea by pur clmsiijg such property. If the gain attaches 
to reproducible propert^Hhe may prolong his diflerential 
gain by the period required to increase the supply, and 
even in case of a specialized human service a long-time 
contract may sometimes be utilized to retard diffusion of 
the results of superior methods. As observed in our dis- 
cussion of monopoly it is immaterial whether we regard 
these cases as monopolization of the idea or method as such 
or as monopolization of the limited resources necessary for 
its exploitation. The losses which are equally likely to re- 
sult from inventions fall upon the owners of the specialized 
human qualities or equipment goods. 

Discussion of the conditions of permanence of the gains 
from improved[^mgtho ds of production lead s naturally to 
the c onsid eration of the generai subject of eco nomic 
' frictiox^ and its opposite, mobility . We have already ob- 
served that iJie advocates of the *Mvnamic*' the ory of 
profit, the theory that profit is the result of prog r e ssive 
changerjive an exceedingly important place to thf> phenpm« 
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enon of friction jn their an alysis^ In this view, indeed, 
friction is a necessary cond ition ^o the occurrence of pro- 
as it is expressly stated that in the "absence of frictfon 
profit would disappear as fast as it appeared and that it 
does constantly slip through the fingers of the entrepre- 
neur and spread over society at large as fast as the friction 
can be overcome. 

It will be apparent as soon as pointed out that this ar- 
gument uses “friction’’ in an inadmissibly inclusive sense. 
To explain profit thus in terms of friction, the term must 
be made to cover every form of resistance to change and 
readjustment in productive operations. That is, to get rid 
of profit by eliminating friction, it would Be hecessaiy not 
mereTy to "h ave n: perfect market, perfect compctitionTaiid 
costless mobility, but in addition it would nave to be possi- 
bK witEbut the consumpti^^^ or eSort fd change the 

fQli£5flc^iM andf goods Tn "proc ess, not j o 

speak of natural agencies and the eSsti^hS^ £i a 

worldr^vhcfe this could he done, it is manifesFthat there 
would be no need for productive effort o f any k ind. Per- 
haps we may distinguish Between the readjustments in- 
volving only the moving about and recombination of pro- 
ductive agencies of all kinds and those calling in addition 
for substantial alteration in the form of things. The latter 
it is clearly inadmissible to class under the head of over- 
coming “friction.” But the same may be said even of 
mere movement of things. This also is a productive trans- 
formation, and undoubtedly the greater part of ordinary 
productive activity comes under the head of transporta- 
tion, taken in a broad sense. 

It is necessary to take up the problem under the heads 
of the different types of production costs and investigate 
the forces which retard the readjustment of each tj’pe to 
correspondence with the value of the productive contribu- 
tion of the agency to which the payment is made. The 
‘ Cf. above, p. 34 f. 
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first and simplest readjustment is that of values of services 
which undergo no change in either form or position as a 
result of the introduction of new methods. A new dis- 
covery will, as already noted, increase the value contribu- 
tions obtainable by the use of some agencies and decrease 
those of others. It will ordinarily be true that changes in 
the market prices of these services will lag appreciably be- 
hind the changes in their theoretical values to the entre- 
preneur. Many of them are hired under contracts cover- 
ing a longer or shorter period of time which prevent sudden 
changes in their rate of remuneration. During any such 
interval the employing entrepreneur must, of course, make 
a gain or loss by their use. 

And even where the factor of a time contract does not 
enter, there will probably be a lag in the prices of produc- 
tive services, i.e., in the costs of production, as compared 
with commodity prices. The former are, of course, in the 
aggregate caused by and reflected from the latter and the 
forces of competition which impute commodity values to 
the productive services upon which production depends do 
not operate instantaneously. The chief cause of this lag is 
again the difficulty and uncertainty of knowledge; it takes 
the owiers of productive services and entrepreneurs some 
time to learn the facts. Most of this learning has to be done 
by crude and rather slow trial-and-error methods; there is 
generally no possibility of computing results in advance. In 
the interval necessary for every one to find out the exact 
relations of dependence between product values and the 
employment of each resource and of working out an ideal 
adjustment, it is clear that there will be many discrepancies 
between entrepreneurs’ outlays and their returns, i.e., 
many occurrenc^es of profit, positive or negative. 

A somewh at special case is presented by goods^ i n jp ro- 
ce^s wiieii ne’^Tmeniods^fe^tf^^ general tend- 

ency musO)e to d^rease the values of most of these, 
though not necessarily of all. The loss will fall on the 
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owner in whose hands they are when the price change 
takes place, which may not be the owner at the time the 
new process is invented, for these price changes will also 
lag more or less. T he loss in value will depend sovei^a l 
factors, th e am on rit of superiority of the ne w processjoyer 
the old, the amount of differ ence betwee n the old inter- 
m^ral^gbl)3s'and corresponding n ew ones, and the 
possibility, and the cost, of changing tlie old intermediate 
gooffslh' a w^ the ma nufactufgg^^^ comple” 

Material productive goods will fall more or less under 
the same head as goods in process according as they are or 
are not reproducible, short-lived, and amenable to change 
in form. We have seen that the difference between caj)ilal 
and land is one of degree, depending on these qualities in 
the agent. At one extreme, capital is typified by goods in 
process. At the other, “land’' consists of these agencies 
whose supply is most rigidly fixed, the nearest approach to 
the theoret ical limit being the element of site value. Tak- 
ing this extreme first, a piece of y^ure land will gain or lose 
the capitalized value of the change in its income as soon as 
this is accurately adjusted. With ordinary CHj)ilal equip- 
ment, allowance must be made for the life of the agency 
and also for the possibility and cost, including the time re- 
quired, to adapt it to the new conditions. The adaptation 
may include both movement from one situation to another 
and change in form. Even a revolutionary invention, 
making buildings and machinery worthless for use in their 
present form, does not usually destroy all their value. At 
worst a scrap value of the material is recoverable of the 
original free capital invested in them. 

l aborers p resent a still different case. The only thing to 
be considered froinrTEe”~sIaiidpoint Of S'Conomic organiza- 
tion is here the lag STthe readjTi^tmeiff~bf wages tolTi'e new 
real value of la bor. TIHan*^sTirnre^ 6t Hpe(nalii!l6d"sk:ill 
accrue to the laborer as an individual only and cannot be 
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capitalized. The same facts as to possibility of readapta- 
tion hold good as in case of material equipment goods, but 
again this is a matter of the individual’s own personal 
economy and does not affect entrepreneurs. The pecu liari- 
ties of labor in relation to readjustments form one of tjie 


mam sources of injustice and hardship in a n individualist 
economy. The risk of loss in the value of a cquirMTo iowl- 
edge and training means a constantly impending threat of 
indigence. Eaborers are at tached to their homes an d even 
td lhefF work by sentimental ties to which market facts 
are ruthlessT'BuT'fEese inattersTTardly calTfor detailed dis- 


cussion in a study of the present sort. 



CHAPTER XII 

SOCIAL ASPECTS OF UNCERTAINTY AND PROFIT 

IJncertaijsity is one of the fundamental facts of life. It is 
as ineradi(;ablc from business decisions as from those in 
any otiicr field. The amount of uncertain ty may, however, 
b e reduced in seve ral ways, as we have seen. l|i tli^. first 
place, we can increase biir knowledge of tlie future through 
scientific research and the accumulation and study of the 
necessary data. To do this involves co st, the expenditure 
of resou rces whic h must be drawn J^m oth er, uses. An- 
other wa y is by the clubtnng oTuncertainties through large- 
scale organization of various forms. This lipefalibn’lilso 
involves costs, and not merely^ in the sense of expenditure 
of resources. There is also to be considered the loss of 
individual freedom involved in any possible plan of or- 
ganization, a loss for the great mass of persons affected, 
though possibly a gain for a few who may secure wider 
powers and a larger range of action from the concentration 
of authority. 

In the third place it is possible, also at a cost, to i ncrease 
control over t he futurg . And here again both sorts of costs 
must be”^facecl, substantive outlays and human losses 
through organization. Finally, uncertainty might be fur- 
ther reduced almost indefinitely by slowing up the march 
of progress, which, of course, involves a direct sacrifice in 
addition to both the forms of cost already noticed. 

All these proposals raise the fundaiiiental issue as to the 
essential evil of uncertainty, how great it is and hence how 
much we can afford to sacrifice in other ways in order to 
reduce it. In this sort of calculation as in all economic 
problems we are dealing with a question of proportioning 
alternatives subject to a principle of diminishing relative 
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importance. It would doubtless be possible to use all the 
resources of society with more or less effec^t in reducing un- 
certainty, leaving none for any other use. It is a question of 
how far to go. The question is complicated by the fact 
that the use of resources in reducing uncertainty is an opera- 
tion attended with the greatest uncertainty of all. If we 
are uncertain as to the results of ordinary business opera- 
tions we are doubly so as to the results of expenditures 
along any of the lines enumerated looking toward the in- 
crease of knowledge and control. 

Quite as imT)ort ant as the question nf rednpm.jaf.jiarpr^ 
tainty is that of its distributi on. This question raises again 
the same fundamental issue, this time from the individual 
point of view instead of the social, as to the intrinsic desir- 
ability of reducing uncertainty. How far the burden 
should be equalized, how far concentrated or specialized, 
depends on the individual attitude toward uncertainty, 
and especially on the tendency of the irksomeness to 
increase as the amount of uncertainty faced by an individ- 
ual increases, and vice-versa. The steeper the curve of in- 
creasing disutility the more we must favor a relative dis- 
persion of the burden. It is perhaps obvious that high 
degrees of “risk” are more irksome; most of us are reluc- 
tant to jeopardize our lives or the elemental requirements 
of life. But it is also evident that individuals differ widely 
in the extent to which they find this true. We have already 
noted the more or less paradoxical fact that the very idea of 
intelligent conduct implies an effort to reduce uncertainty, 
while none the less we recognize, on any calm, cool contem- 
plation of the matter, that a life with uncertainty elimin- 
ated or perhaps even very greatly reduced would not appeal 
to us. 

There is a close connection between the two notions, re- 
ducing the absolute amount of uncertainty on the wdiole 
and distributing it, for most methods of reducing it effect 
either a concentration or a distribution. On this head there 
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seems to be no generalization which can be made with 
confidence and which is worth making. 

It is not too much to say that the very essence of free 
enterprise is the concentration of responsibility in its two 
aspects of making decisions and taking the consequences 
of decisions when put into efft'ct. It is therefore of the ut- 
most importance to inquire critically and carefully into the 
facts as to the results of such a concentration in compari- 
son with any possible alternatives. At the outset we shall 
raise no question as to large-scale industry; and it is evi- 
dei]^ that if we arc to have large-scale organization with its 
advantages in efficiency we must assume a corresponding 
degree of concentration of control in the immediate sense 
of executive direction. This, however, as we have been 
especially concerned to emphasize, does not necessarily 
mean concentration of responsi})ility. We have seen that 
practically all human activity , even that of the purest 
routine charaerter, is in son^ ninjin ^ and degrees forward- 
looking an d i nvolves meeting une xpe cted situations a nd 
making decisions. But these decisions do not necessarily 
involve responsibility. The outstanding feature of free 
enterprise organization is the transfer of the lower grades 
of responsibility to men whose decisions relate to the selec- 
tion of men for the places under their control and to answer- 
ing occasional questions in regard to exceptional contin- 
gencies. The two functions are, indeed, never quite sepa- 
rate. The ultimate responsibility consists chiefly in the 
selection of a man or a very few men to “organize’’ the 
establishment. But the ultimate authority usually if not 
always exercises some direct control over business policy. 
In most cases also the higher officials of an enterprise have 
a direct stake in the business beyond their fixed salaries. 
And do\VTi through the organization the subordinate func- 
tionaries may be said to have responsibility in the sense 
that the results which they secure must come up to the ex- 
pectations of their superiors or they will lose their positions. 
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In the existing system of things the ultimate responsi- 
bility centers almost altogether in the ownership of the 
property “at risk” in the business. There are infinite vari- 
ations and complications in the distribution of “risk” and 
control, but the general tendency is clear. The lower grades 
of labor take practically no risk and exercise correspond- 
ingly little control, and the same is only less true of the 
higher grades and of borrowed capital. We must remember 
that the two things, uncertainty-bearing and responsible 
control, are inseparable; in so far as the reward of any 
service is contingent upon the success of the undertaking, 
the owner of that service, in consenting to its employment 
for a contingent remuneration, exercises judgment and 
wields power over the enteri)rise. But the greater part of 
the uncertainty and power are centered in the ownership 
of certain property which is placed in the position of guar- 
anteeing the contractual income of the other property and 
that of the labor used in the business.^ 

^ Limited progress has t)een made in some countries in the development 
of organizations of laborers which engage in enterprise independently, 
Imrrowing any necessary capital and hiring supervision at fixed rates. 
Cooperative produotiejn in the ordinary sense may also be referred to, but 
neither of these cases affords a notable exception to the above generaliza- 
tion as the laborers borrow very little (uipital. It is one of the defects of 
our civilization that mechanism has not been involved to enable human 
ability to hypothecate its productive power in procuring resources to 
make it effective under its own direction and responsibility. 

A notable tendency in modern business development is to specialize 
and subdivide uncertainty and control in all possible degrees. Corpora- 
tions multiply securities representing every conceivable gradation from 
the position of a pure creditor with absolute safety and complete indiffer- 
ence to the conduct of the business at one extreme to risk and control so 
highly concentrated that slight fluctuations in earnings make the differ- 
ence between high dividends and assessments at the other. In mercantile 
business and even in industrial concerns credit instruments pass through 
the hands of a lengthening series of middlemen who add their guarantees 
of soundness and pass them on at a lit tle higher price or lower return. 
Bond houses, bill brokers, and acceptance banks are an interesting de- 
velopment in this field. In the labor field the same tendency is manifest. 
Intermediate employers may hire labor for re-hiring to actual exploiters, 
as in the familiar case of the padrone, and in some lines of profevssional 
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We shall not attempt to take up all the possible or actual 
arrangements in regard to responsibility and control, but 
shall limit the discussion to the general problem of con- 
centration of uncertainty. It will be kept in mind that the 
basis of effective assumption of responsibility is necessarily 
either the ownership of property or the creation of a lien on 
future human productive power and is in fact almost alto- 
gether the former. Another preliminary reservation is that 
' in a sense ultimate control rests with the consumer. But 
in so far as economic organization takes the form of free 
enterprise this control is exercised only after the fact, and 
the responsibility we are concerned with is that of meeting 
the consumer’s demands at the end of the production proc- 
ess. We assume, then, that the entrepreneur system of 
organization, with production for the market imperson- 
ally, and concentration of direction, arises because it is 
superior to, or more satisfactory all around than any other 
free ccmtract system. And the first stej) in our inquiry will 
be a brief examination into the meaning of free contract. 
With the possible exception of the word “cause” and its 
equivalents, it is doubtful if there is a more abused word 
than “freedom”; and surely there is no more egregious 
confusion in the whole muddled science of politics than 
the confusion between “freedom” and “freedom of con- 
tract.”^ Freedom refers or should refer to the range of 
choices open to a person, and in its broad sense is nearly 
synonymous with “power.” Freedom of contract, on the 
other hand, means simply absence of formal restraint in 
disposal of ''one's own,'* It may mean in fact the perfect 
antithesis of freedom in the sense of power to order one’s 
life in accordance with one’s desires and ideals. The actual 
content of freedom of contract depends entirely on what 
one (nvns, 

work. Every development of profit-sharing is similarly a redistribution of 
risk and control. 

^ Sir S. Maine and Herbert Spencer are especially responsible for 
this vicious and question-begging perversion of thought. 
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Owner ship, as w e have se en, consists essentially of th e 
combination of the rif^h ts of control and of mufru cL The 
poinTto bel?mpha'5?ized here is that in a social system based 
on pure freedom of contract, ownership and control are 
interchangeable terms there is no other form of control. 
To be sure, there would have to be a “state” of some sort, 
an authoritative organization, to maintain such a system, 
but its sole function would be the enforcement of contract 
and prevention of non-contractual relations. Its necessity 
arises from the fact that contracts are not often executed 
on both sides simultaneously and the further fact that men 
might prey uy^on each other. That is, the role of the State 
in such a system would be merely to restrict human rela- 
tions to the mutually voluntary^ or contractual. In such a 
system, to repeat, those who owned nothing could not 
exist unless by the sufferance and generosity of those who 
did own, and the amount of freedom possessed by any per- 
son would be equal to the amount of his ownership. 

Now, what one owns is under i deally simple conditions a 
r esult of three factor s. Th e first and l>y tar the mo.^ im- 
portant is the historical “brute fact” of w hat he has “ toi 
begin with,” his inheritance from the past . This is purely 
a matter of status — hence the fundamentiil absurdity of 
Maine’s contrast between status and contract as d escjip- 
ti Qiis of the position and condition of the individ ual. All 
free contract can mean is that status can be changed by 
voluntary agreement with another party, amT^cahhbU be 
changed without one 's consent. The second factor in own er- ‘ 
ship is thus the result of previous contrac ts. And the 
possibility of change in status by mutually voluntary agree- 
ment depends on one’s status — i.e., what one owns — at 

^ It is obvious that yure freedom of contract is impossible in a con- 
tinuous society, as children and the aged and many others can control 
nothing. In order to deal with the concept in a pure form we are com- 
pelled (sec chapter iv) to assume that all dependent persons were ab- 
solutely dependent, which is to say virtually “owned” by the freely con- 
tracting members of the society. 
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the time of the agreement, and hence finally on what one 
owned to begin with. The third factor in ownersliip o r 
p resent status is change resulting from the voIu n^lXJ'i^d 
i ndependent e mployment or tran sforma^n of 

one*s own in the past . This element is also clearly a matter 
of change only, going back to initial status or what one 
owned to begin with. In a pure free contract system there 
is no power (control) except ownership; only chanQe_ in 
ownership (wh ich is to say really in status) has any co n- 
n ection with the exercise ^f free choic e, and the range of 
c hoice depends ab solutely on pre vious status and" E^ ce 
ultimately on the initial statusTn which the individual find s 
hi mself on his first entry into the sys t em of contracti ng 
persons. 

AH the above, however, assumes that contracts and the 
activity directed to increasing ownership by “productive"’ 
transformation of what one already owns are intelligently 
carried out. In tlie world as it is, where all human designs 
and acts are fraught with uncertainty, a fourth factor must 
be added, the result of Ivch , Furthermore, we are still as- 
suming complete indej>endence and non-interference among 
the contracts and activities of different individuals. In the 
world as it is the interests affected by contracts are never 
all represented in the agreements. This is really a limita- 
tion on the assumption of pure freedom of contract, a fail- 
ure to restrict human relations to the mutually voluntary 
sphere, but it is a fact which has to be taken into account, 
like deliberate predation. 

These facts are so obtrusive that no one has in practice 
ever advocated pure freedom of contract, the restriction of 
the action of society as a whole to the negative function of 
preventing non -contractual relations. No question is ever 
actually raised as to the State limiting freedom of contract 
in many directions and encouraging agreements of other 
sorts. It also necessarily appropriates through taxation 
a considerable part of the usufruct of things privately 
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“owned/" thus modifying ownership in both its phases. 
And this modifying influence on private property extends 
rapidly in vscope as the laissez-faire theory of the State loses 
ground in the modern world. 

It is a fundamental fact that the possible objects of 
ownership fall into two main classes, personal powers in- 
herent in the individual, and material things. If an in- 
dividual does not have some form and degree of ownership 
in the former he is a slave, the property of some outside 
party, and outside the system altogether. The modern 
world is, of course, pretty well committed to private prop- 
erty in the individual’s own personal powers in all adults 
not dangerously abnormal or incompetent, subject only to 
general limitations. It is diflScult to secure effective utiliza- 
tion of these under any other system, and the live questions 
relate only to the ownership of material things.^ We have 
seen in different connections that the importance of the 
difference between these two classes is at least much ex- 
aggerated, that generic natural differences are hard if not 
impossible to find in relation either to their cause-and- 
effect bearings on price theory and economic organization 
or to their moral standing. The conditions of demand, 
conditions of supply, and relation to the possessing individ- 
ual turn out on examination to be much alike, and differ- 
ences which exist at all are mostly artificial and conven- 
tional. But from the standpoint of our human interests 
outside the production and consumption of goods we must 

^ We make no distinction betwt^en natural a^^ents and produced equip- 
ment goods, as we have shown that under competition no final distinction 
can be drawn between prel^mjjtion and i)roduction. (See the discussion of 
land and capital in chapters iv, v, and xt.) In this connection we may 
remark here that we are not necessarily in disagreement with a separation 
of land from capital from the point of view taken by Marshall (Principles 
of Economics^ book iv, chap, i). From the standpoint of a single political 
unit occupying a limited area of the earth whose natural resources are 
thoroughly explored, they stand in a different relation as to new supply 
from that which they occupy in a world economy or a vast and relatively 
new country like the United States. 
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recognize that the ownership of one’s self is in a somewhat 
higher position than the ownership of external objects. 
Yet in a civilization where man is highly and increasingly 
dependent on access to and use of material things for his 
very life this distinction tends to fade out, and recognition 
of this fact accounts for much of the current ferment and 
change in the social attitude toward “property” (used 
narrowly as jjroperty in things). 

Another line of argument on the question of the relations 
between ownership of one’s own powers and ownership of 
material things follows somewhat parallel lines to a some- 
what similar uncertain or negative conclusion, beginning 
from an opposed point of view. The starting-point of our 
inquiry is the fact, clearly brought out by our study of 
enterprise, that the drift under non-interference is toward 
placing the control of industry, the ultimate entrepreneur- 
ship, in the hands of property-owmers and not the owmers 
of the human services, the wwkers. The ostensible reason 
for this is that a business venture offers opportunity for 
actual absolute loss, as well as merely a greater or less gain, 
and that only proj^jerty can in the nature of the case make 
the guarantees against this net loss. This fact seems at 
first sight to afford the basis for another distinction be- 
tween labor and property servic^cs, namely, that laborers 
are only used in industry, while material goods are used up, 
that only the services are consumed in the one case, while 
the thing itself may be destroyed in the other. 

A little critical reflection will show that this also is not 
really the case. Perhaps it ought to be so, but it is not, and 
cannot be. In the first place, the risk of destniction and to- 
tal loss is perhaps as great in fact in the case of the laborer 
as in the case of the property-owner, and where in the latter 
case the owuier loses only productive power the former 
loses health or bodily members or his life, which mean 
vastly more. The real merits of this situation are also being 
recognized by society and we see the growth of legislation 
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designed to transfer the hazard of loss of the economic 
value of the laborer as a productive agent (and this only, so 
far) to the business and through it to the consumer of the 
product. There is anotlier side to the question in the haz- 
ard of loss of specialized skill and training. These are ac- 
quired in connection with and for use in the particular 
business. The cost of acquisition is borne chiefly by the 
worker and if the business proves unprofitable, the loss 
generally falls on him. Yet these “risks,” seemingly so 
much greater than those incurred by the property-owner, 
do not carry with them the control of the business, nor do 
the l)earers of the risks even secure under competitive free 
contract (as is i)erfectly well known) anything like fair com- 
pensation in the form of a higher contractual return. And 
it must be added that the actuarial value of the worker’s 
risks depends quite as much on the quality of the manage- 
ment as is the case with those of the owner of material 
property. 

The only visible explanation of this state of things is an 
appeal to a “fact of human psychology” that the owners 
of “things” are less willing t o trust t hose things” to t he 
control of others without an adequate ^^ara n tee in kind 
tlSrni are^^en who o\m only theins elws toTiaza^ suc h 
outside con troh without ev(^ the, poor safr^giiard of_ a 
guarantee against economic Iq ss. ^ 

It is manifestly impossible to carry on production with- 
o ut incurring both sorts of uncertainties, uncertain ty as 
to the re sults and as to the preservation intact of the means 
of production employed, both human and materia l. Since 
production must precede consumption and requires time, 
all those conc erned in it must be maintained du ring the 
production period out of the fruits of previous pr oduction. 
And these product s must be advanced by those wlio ow n 

^ It is interesting to observe the concern of the management for the 
personal security of the workers brought about l)y compensation laws, 
and especially the remarkable results of the “safety first” movement in 
reducing accidents. 
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thejm^ It is not physically necessary that they be per- 
manently hazarded by the owners, that the actual pro- 
ducers should get their entire wage in advance of the com- 
pletion of the process, but this is the way it works out 
under free contract. Nor is it inevitable that these products 
be owned by any individuals at all, a point which w-e must 
next take up. At the same time the cdiance of loss of equip- 
ment must be borne, temporarily, by those who have 
equipment to lose, if equipment is privately owned. The 
permanence of the loss to an individual owmer is not 
physically prescribed, in case of the owner of material 
things or of human powers in their purely economic aspect. 
But this again is the way it does work out under the “ob- 
vious and simple system of natural free contract.” We 
must now glance briefly at the social bearings of free con- 
tract in a more fundamental sense. 

There is naturally no intention of implying that freedom 
of contract is to any appre ciable exten t a result o^tl^ de- 
li bera te adoption by society of a jo in ed policy .of. jorgaii- 
ization. ^Efow^ever, the continuation of the system is a 
question wdiich has been much discussed on its merits and 
wdiich may ultimately be decided on the basis of discussion. 
To discuss the issiie systemati(.*ally we shall first eliminate 
and postpone for later notice the point as to personal self- 
ownership and limit ourselves provisionally to the owner- 
ship of material productive goods, the more or less live 
issue between individual and social property in these things. 
And we must further distinguish at the outset between two 
different and to a large extent opposed sets of interests 
involved in social organization. The conventional view 
in eco nomics treats social organization a s a mechan ismjfor 
the satisfaction of “wants” which are assumed to be fixed 
cbnscious desires andTtendencies t o actionT^bjeci 
principle of diminishing relative utility. T he limitations of 
tliis vieyThave be^ emphasized throughouTburltudy,lm t 
wb have toconsider this aspect of economic life in pmity 
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and isolation if we are to use the scientific method of 
analysis. Other interests are just as fundamental, notably 
the desire for freedom and power for their own sakes and 
the preference for certain qualities of human relations. It 
is largely this second set of interests which, directly and in- 
directly, have finally abolished slavery and established self- 
ownership. 

Viewing society, then, as a want-satisfying machine and 
applying the single test of efficiency, free enterprise must 
be justified if at all on the ground that men make decisions, 
exercise control, more effectively if they are made respon- 
sible for the results of the correctness, or the opposite, of 
those decisions. If property were socialized we should still 
have to concentrate the function of the actual making of 
decisions, but it would be in a far greater degree than now 
a routine task, with the remuneration independent of the 
results. In the light of our previous discussion there is a 
difficulty here and we must be careful to make the meaning 
clear. Two things, specifically, would happen. Businesses 
in which men now w^ork directly wdth their own resources 
would be transforme d into public e nterprises under the 
ma nagement of hired fuiictioiiar ies. In this case the nature 
oF the cliange is clear enough. More obscure is the case of 
the corporation, now controlled by a hired manager. Here 
the change is the substitution of the public, organized in 
some political way, for the stockholders, and the position 
of the immediate decision-maker is superficially not much 
changed. 

But only superficially. It is true that the growing simi- 
larity of large-scale business to the political democracy is 
one of the socialist’s strongest arguments against a prob- 
able loss of efficiency in the exchange of private for public 
ownership. But we must emphasize the fact that the simi- 
larity is much exaggerated — in fact by both parties to 
the controversy, from different motives, of course. The 
insistence on the large number of stockholders in some of 
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our great corporations is definitely misleading. Most of 
these do not regard tliemselves and are not regarded as 
owners of the business. In form they are such, but in sub- 
stance they are merely creditors, and both they and the 
insiders count upon the fact. The great companies are 
really owned and managed by small groups of men who 
generally know each other's personalities, motives, and 
policies tolerably well. Hence in the first place the salaried 
manager under a socialist government, whether appointed 
by a political superior or chosen in some way by a democra- 
tic constituency, would really be in a very different position 
from the president or manager of a present-day corpora- 
tion. He could not conc eivably be so direcUy accoun tal^le 
to the HTtimate ent repreneur, society, as he now^i$, .tjQ..ihe 
ultimate entrepreneur, th e Tsmall group of ‘'insiders" who 
aj^tlie real o wners of the business. 

But the greater change would consist in the substitution 
of the public at large for the small group of oAvners. The 
main difference is an inevitable concomitant of the mere 
size of a group. The insuperable difficulty of cooperative 
production has been to make the individual feel that the 
results depend upon his own activity. The individual feels 
lost in the mass, heljdess and insignificant. Political dem- 
ocracy, of course, encounters the same difficulty. Perhaps 
we may believe that some progi^ess is being made in solving 
the problem in the political sphere where decisions are 
really much less important in that the alternatives among 
which choice is made relate to less vital matters. If so, it 
may be possible that some generations of politicral democ- 
racy might train the individual in a sense of personal re- 
sponsibility which would make industrial democracy more 
feasible. 

But this is at best an exceedingly superficial view of the 
problem. At bottom it is a matter of feeling for the large 
property-ow^ncr as well as for the masses served by in- 
dustry. is really a social functionary now. Private 



360 RISK, UNCERTAINTY, AND PROFIT 

property is a social institution; society has the unquestion- 
able right to change or abolish it at will, and will maintain 
the institution only so long as property-owners serve the 
social interest better than some other form of social agency 
promises to do. Of course there is a lot of moral flub-dub 
about natural rights, sacred institutions of the past, etc., 
and it has some power to hold back social change. But in 
the end, and a not very distant end either, the question will 
be decided on the basis of what the majority of the people 
think, in a more or less cold-blooded way, about the issues. 
If W’e get more effective managenKuit through the system of 
concentrated private ownership than we would through 
some democratic machinery , it is because men plan b etter 
when they do not feel like gover nment ofEcials doing" thin^s 
for other people, wJien tliey feel their work as tneir own jind 
identify their personalities with it. 

And this even though the same men know “in their 
hearts,” subconsciously if not consciously, that they are 
the agents of the democracy and ultimately responsible 
to it for their truvst. For it is clear that the “personal” 
interests which our rich and powerful business men w^ork 
so hard to promote are not personal interests at all in the 
conventional economic sense of a desire to consume com- 
modities. They co nsume in or der to produce rather th an 
produce in order to consume, in so far as they do eith er. 
The real motive is tTi~desineTd" excelT to win at a game, 
the biggest and most fascinating game yet in vented^ not 
excepting even statecraft and war. 

The suggestion wliieh inevitahly comes to mind is that a 
democratic e conomic order might co nceiv ably appe al as 
effectively to the same :^undamental moti y es* Wliat is 
necessary is a development of political machinery and of 
political intelligence in the democracy itself to a point 
where men in responsible positions would actually feel 
t heir tenure secure and dependent only on their success in 
filling the position well. It is not mainly a malfer^ Df 



SOCIAL ASPECTS 


861 


salary, though undoubtedly such men would have to live 
conspicuously well in an economic sense also — just as the 
officials of our political democracy expect to do, even when 
patriotic and public-spirited. The essential problem is 
wisely to select such responsible officials and promote them 
strictly on a basis of what they accomplish, to give them a 
“free hand” to make or mar their own careers. This is 
the lesson that must be learned before the d emocr atizati on^ 
ormdusfry will become a practical possibilit y. If we sub- 
stitute Tor business competition, bad as it is, the game 
of political demagoguery as conventionally played, with 
rotation in office and “to the victors belong the spoils” as 
its main principles, the consequences can only be dis- 
astrous. 

Another interesting misconception in regard to the pub- 
lic official should be pointed out before we leave this topic. 
It is common and natural to assume that a hired manager, 
dealing with resources wTiich belong to others will be less 
careful in their use than an owner. The view shows little 
insight into human nature and does not square with ob- 
served facts. The real trouble with bureaucracies is not 
that they are rash, but the opposite. When not actually 
rotten with dishonesty and corruption they universally 
show a tendency to “play safe” and become hopelessly 
conservative. The great danger to be feared from a political 
control of economic life under ordinary conditions is not a 
reckless dissipation of the social resources so much as the 
arrest of progress and the vegetation of life. 

This point leads naturally to the question which has 
been much discussed in treatments of risk and profit: does 
the private business man really abhor risk and uncertainty, 
and tend also to “play safe”? Other phases of the same 
question, the close relations of which are not always recog- 
nized, but which turn out to involv e^ tlie same issue, relate 
to the social cost of risk-taking and the tendency of prop ST 
to a minimum. 
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The conventional view is, of course, to regard risk-taking 
as repugnant and irksome and to treat profit as the ‘‘re- 
ward’’ of assuming the “burden.” This is, of course, the 
business man’s own idea of tlie matter,^ and students of 
the problem have often held the same opinion. Thus 
Willett ^ argues that society pays for the sacrifice of as- 
suming risk through higher prices for commodities in whose 
production it is a factor, for the reason that men are deterred 
from entering these occupations by their unwillingness to 
assume risk and that the supply of such commodities is 
consequently reduced. Ross also assumes ® that risk is 
repugnant and draws the same conclusion, and Haynes ^ 
lays still greater emphasis on the influence of risk as a 
deterrent to production, quoting Andrews ^ to the same 
effect. Other writers have been more hesitant in general- 
izing or have made distinctions, or positively disagreed 
wdth this view. Thus v. Mangoldt remarks that it is 
notorious that more money is lost than made in most forms 
of speculative activity and asserts the belief that this is 
true of business enterprise in communities which are in 
comfortable circumstances and have a reasonable surplus 
for embarking in venturesome undertakings. Professor 
F. M. Taylor also analyzes the problem with some care,^ 
insisting that the profits of entrepreneurs may l)e either 
larger or smaller than the amount necessary to make up 
an insurance fund to cover actual losses. He holds it prob- 
able that they are for small risks larger and for large risks 
much smaller than the necessary insurance fund, but con- 

^ See Mcrril, J. C. F., article on “Speculation,” Price Current Grain 
Reporter^ September 29, 1915, pp. 20-27: “It is a universal axiom of 
business that the greater the risk involved in any line of business the 
greater must be the profits to those engaged in it, or . , . profits are in 
proportion to risks!” 

* Economic Theory of Risk and Insurance, pp. 55-56. 

* Op. cit. [AnnalSy Am. Acad., 1896), p. 119. 

^ Quarterly Journal of Economics, vol. ix, no. 4, p. 414. 

® Inslituies of Economics, p. 54. ® Unternehmergewinn, p. 85. 

^ Principles of Economics (1913), pp. 366-67, 383-84. 
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eludes that society has to pay a higher price for a particu- 
lar commodity or service than it would have to pay if 
risk were eliminated. 

There are several confusions of thought to be avoided in 
arguing this question. In the first place it is inaccurate to 
speak of profit as th e reward of risk-taking or as th^n-> 
d(!??g!nent to take ris k. It is of the essence of the situa- 
tion that the profit is in the future and uncertain when the 
decisiorTTs inaefe and hence it is the or e sti mate d 

probahilify ^ of profit wliich ** moves men*s wills (Tay lor) . 
Hence we cannot assert a c onnection betw een actual profit 
and the irksom eness of risk m the ii^dividual instanc'c. And 


from the standpoint of aggregate profit in the society as a 
whole the question is whether there is any such share or 
not, wheth er ent r epreneurs as a class make a pr ofit or suffer 
a joss (s peaking, of course, of net or “pure’’ profit, after 
remunerations for all productive services are counted out). 

Let us recall for clearness the precise situation of the 
profit-seeking business man. He contracts for productive 
services in advance, on a basis of what he expects to be able 
to make by their use. Like the purchaser of any commodity, 
he as an individual finds a price fixed and buys more or 
less at the established price, while in the aggregate the com- 
petition of all purchasers adjusts the price to the point 
where an entire existing supply can just be taken out of 
the market. It will be seen that the prices of productive 
services at any time, the entrepreneurs’ costs of production, 
represent under perfect competition what entrepreneurs 
expect their products to be w^orth when sold, while the en- 
trepreneurs’ incomes represent the facts at a later time as 
contrasted with the anticipations at an earlier. The con- 
dition, then, under which entrepreneurs as a group will 
realize a positive profit is that they underestimate the pros- 


1 J. S. Mill stated that chances of profit tend to equality, but in the 
fifth edition changed the word “chances’* to “exi^ectations.” See 
Principles, Ashly edition, p. 412. 
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pects of their business relatively to their dispositions to 
venture. If, on the contrary, they overestimate their pros- 
pects (considering the degree of conviction necessary to 
move their wills), they will in the aggregate suffer loss, 
and if they estimate correctly on the whole, neither will 
occur. If the estimates are a matter of pure chance it 
would seem that the variations in the two directions would 
be equal, the average correct, and t he general level of pure 
profit zero. Many writers, notably Hawley,^ have assumed 
that such a distribution of errors necessarily obtains, though 
in the absence of a correct theoryj^ profit the approj^riate 
conclusion iFnotMrawn.^ 

It may be olqected that it is impossible that enterprise 
on the whole should suffer a net loss, but a little considera- 
tion will show that this is not true. The entrepreneur, as 
society is organized, is almost always a property-owner and 
must necessarily be the owner of productive power in some 
form. It may then well be that entrepreneurs lose more 
than they make, the difference coming out of the returns 
due them in some capacity other than that of entrepreneur. 
The question of fact is thus whether entrepreneurs as a 
class receive on the average more or less than the normal 
competitive rate of return on the productive services of 
person or property which they furnish to business. 

The question does not admit of any definitive answer on 
inductive grounds. Such evidence as is available in the form 
of statistics points to the conclusion that the net result is a 
loss, but it is inconclusive.® Perhaps the best that can be 

^ See above, chapter ii, p. 

® Hawley sometimes holds that profit is negative [Quarterly Journal of 
Economics, vol. xv, p. 609) and at other times that it is positive- [Ibid,, 
p. 79.) 

* M. Porte, Entrepreneurs et profits industrids (Paris, 1905), argues to 
this conclusion from certain figures on business failures in Massachusetts. 
The results of studies of farm accounts by the New York State College of 
Agriculture indicate that farmers commonly make less than fair wages 
and a fair return on the investment, and investigations of public utility 
ventures have yielded similar results. The best study of the distribution 



SOCIAL ASPECTS 


865 


done is to argue the case on a priori grounds and attempt 
nothing beyond an opinion as to the probable facts. The 
writer is strongly of the opinion that business as a whole 
suffers a loss. The main facts in the psycholog;^^ of the case 
are familiar, and some of them have been stated above. 
The behavior of men in lotteries and gambling games is 
the most striking fact. Adam Smith pointed out the tend- 
ency of human nature to exaggerate the value of a small 
chance of large winnings. Senior ^ thought that the im- 
agination exaggerates the large odds in favor of either 
gains or losses. Cannan ^ holds that both unusually risky 
and unusually safe investments are especially attractive to 
large classes of men and yield too small a return while or- 
dinary hazards are neglected and hence yield more. Pro- 
fessor Carver contributes the suggestion^ tliat business 
risks are predominantly of the character in which the odds 
are not great and the possible losses larger than the prob- 
able gjiiiis, that these have a negative appeal to the gam- 
bling instinct and tliat profit is a positive quantity. But in 
view of the possibility of capitalizing the entire future re- 
turn of a venture into present wealth this view^ of the na- 
ture of business risks seems very questionable. The point 
we wish to emphasize is that these “risks” do not relate to 
objective external probabilities, but to the value of the 

of income in the United States, by Dr. W. I. King, reaches the conclusion 
that the average profit per entrepreneur in this country is about one and 
four tenths times the average wage per laborer. (See Wealth and Income 
of the People of the United States, p. 165.) It seems safe to assume that 
entrepreneurs have gi’eater ability than laborers in a larger ratio than 
this, especially since a large proportion of the wage-earners reported by 
the Census are women and young persons and children. But Dr. King’s 
division of income into shares and his estimates of the numbers of re- 
cipients of each type are both replete with long-range deductions and as- 
sumptions leaving so much room for error that little if any confidence can 
be placed in the result. 

' Cited by Cannan, History of Theories of Production and Distribution, 
p. 369. 

® Article on ‘'Profit’* in Palgrave’s Dictionary of Political Economy, 

* Distribution of Wealth, p. 28$. 
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judgment and executive powers of the person taking the 
chance. It is certainly true that as Smith and v. Mangoldt 
both observed, most men have an irrationally high confi- 
dence in their own good fortune, and that this is doubly 
true when their personal prowess comes into the reckoning, 
when they are betting on themselves. Moreover, there is 
little doubt that business men represent mainly the class of 
men of whom these things are most strikingly true; they 
are not the critical and hesitant individuals, but rather 
those with restless energy, buoyant optimism, and large 
faith in things generally and themselves in particular. 

To these considerations must be a dded the stimulus of 
the competitive situation, constantly exerting i:>ressure to 
outbid one’s rivals, as in an auction salerwhere things often 
t5ytiTg^ ftig re aiiy one Ihihks they are wof^ 
large factor is the human trait of tenacity, also conspicuous 
in bourgeois psychology. Men may possibly be timid and 
critical on first embarking in new ventures, but once com- 
mitted, it seems unquestionable that the general rule is to 
hold on to the last ditch, and the greater part of the 
bidders for productive services are owners of businesses al- 
ready established. The prestige of entrepreneurship and 
the satisfaction of being one's own boss must also be con- 
sidered. It therefore seems most reasonable to suppose that 
the prices of these are fixed at a level above rather than 
below that which the facias actually warrant, and as we 
have noticed, the statistics, such as they are, point to the 
same conclusion. 

So much for the pure profit of entrepreneurs. We have 
already emphasized the fact that profit and imputed in- 
come are never accurately separated on either side of the 
dividing line. As th ere is no income which is pure pr ofiL^so 
there is none which does not contain an element of pr ofit. 
This is perhaps most conspicuous, or at least most familiar, 
in connection with interest. It is recognized that “pure in- 
t erest” is impossible of identification, that ordinar y inter- 
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est includes an element of “risk premium.” It is no less 
true that wages contain a variable etonent which is to he 
explained by the uncertainty of the return. The earnings 
of professional men form the notorious case. Men are 
attracted into these callings more by the lure of the small 
chance of conspicuous success than by the i)osition achieved 
by the rank and file. Adam Smith was sure, and the oi)in- 
ion is still corroborated by common observation, that an 
occupation offering a small chance of attaining a high 
position and a large income will yield a lower average re- 
turn to the same ability than one in which earnings are 
more uniform. That is, there is a negative premium on 
risk-taking in these cases also. 

With most kinds of labor the chance element amounts to 
relatively little in all probability, and in any case it is per- 
haps best regarded as a return on the investment in special 
knowledge and skill rather than on effort directly. In any 
case, if Smith’s reasoning is sound it api)ears that risk- 
taking is the opposite of irksome, that men work (or labor 
to acquire the ca7>acity for work) more cheaply on the 
average for an uncertain than for a fixed com})ensation. 
To the landowner there is virtually no risk of actual loss 
involved in leasing it, and usually little or none of failure to 
receive the contract rental. In lending capital we find risk 
of loss of princi])al as well as interest and a great deal of 
attention is paid to the risk element in fixing the rate of 
return. A rate of pure interest is a concept to which it is so 
difficult to attach any definite meaning that it seems futile 
to speculate as to the adequacy of the excess of contract 
interest above this level to constitute an insurance fund to 
cover losses. The question, as before, is whether the actual 
rec?eipts from contract interest and repajnnents of principal 
form on the average an amount equal to or less or more than 
the pure interest and the original principal The writer 
sees no way of forming an opinion on this subject. 

From tlie standpoint of social policy, two questions are 
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to be raised. From one point of view, “society^’ is a hus- 
bandman or wirtschajiender Mensch/* interested in getting 
its work done as well and as cheaply as possible. The fore- 
going considerations seem to indicate that from this pure 
productive eflSciency point of view and with all the factors 
measured in competitive pecuniary terms it is better to let 
the individual take the risk. It seems probable that with 
society and human nature as they are, the individual not 
only charges nothing for this service, but pays something 
for the privilege of rendering it — on the average. But we 
must remember that in the case of property he really does 
not take the risk, and it is a question of making him feel that 
he does, for property is and always has been “really” social 
and ownership a social function. It is not clear that the 
illusion of ownership, with the possibility and actuality of 
enormous waste and dissipation involved, is in fact a cheap 
way for society to remunerate the management of its mate- 
rial wealth. As with all questions involving human motives, 
however, only negative statements can be made on this 
subject until we begin to know something of what men as 
individuals and as society really want. The quality of 
management secured has, of course, to be taken into ac- 
count along with the cost of securing it, but we have al- 
ready said all that it seems worth while to say in the present 
connection on this head. 

The second question raised is whether it is really good 
for the individual, and hence for society which is the in- 
dividual in the aggregate, to have the risks of industry as- 
sumed by the former even if he is willing to do it at a loss, 
on the average, to himself. Some light on the proper an- 
swer is to be gained by considering the attitude which we 
actually take toward lotteries and gambling generally. 
Clearly there are limits to the terms on which the members 
of society are to be allowed to take chances, and notably 
when the independent members have dependent upon them 
other members in whom society is peculiarly interested. 
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Bapid progress is at present being made toward prohibiting 
the laborer from unwisely contracting to assume hazards, 
and no theoretical objection can be made to extending the 
principle to property risks where the fundamentals of a 
decent and self-respecting existence are at stake. 

The protection of a minimum standard of life is only one 
of many questions of the human interests involved in the 
distribution of risk and control, but we cannot here go into 
or even attempt to classify or enumerate a list. In conclud- 
ing the discussion of the topic we shall only insist again on 
the limitations of the economic view of social organization 
as a mechanism for satisfying human wants in any static 
and hence scientifically describable sense of the term. 
Man's chief interest in life is after all to find life inte resti ng. 
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“risks” is a much-labored but a fundamental point in 
connection with our subject. We have emphasized in this 
study also that uncertainty is dependent upon change, and 
in f act larg^Hynu p on^pf c^essiy e ^ of 

m anagement or control, being a correlate or impjmation of 
uncertainty, is m corresnoiidm^"Iar£re me asure the pxob- 
lem of progr ess. In an unprogressive society knowledge of 
the futur^ecould be perfected to a high degree through ac- 
tual forecast and control or the effect of certainty secured 
through the grouping of cases and application of prob- 
ability reasoning. Under such conditions the problem of 
management would be indefinitely simijlified as activity 
would follow in the main an established routine and real 
decisions would rarely be required. The actual form of 
economic control, free contract, and especially private 
property in material goods, is closely connected with the 
a cute form of the problem of manag ement which arises 
from the highly “dynamic” character of the society we live 
in and the extreme degree of unceHa mf'y cm 
change Before the modern industriaf era began, as we 
know, the economic life of Europe was improgressive, and 
its organization of control was collectivistic. The establish- 
ment of individualism was the result of the desire for 
improvement, even though it would be misleading to say 
that it came about directly through a social conviction of 
its superiority over collectivism in this respect. 

The social theory of private property rests, then, not so 
much on the premise that productive resources will be 
more effectively used in the creation of goods for consump- 
tion, as on the belief that there will be a great er stimulus 
to progress t hrough inducing men to take the risks of act ion 
increasing the supplies of productive resources them selves, 
including both material things and technical knovd edge 
and sk ill. We have shown in our discussion of interest the 
fallacy in the view that accumulation and forw ard-looking 
sacrifice can be explained on the basis of time preFeraac^in 
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consumption. A sacrifice of present to future consumption 
36es^ not generally increase the total consumption by the 
individual making it, and in addition the mere postpone- 
ment of consumption would give rise to no considerable 
net increase in social equipment. The “abstinence*’ must 
be permanent, and not a mere matter of waiting. It follows 
that the premise of the justification of private property 
must be that the mere desire of ownership is a more potent 
motive to bring about sacrifice and effective control in this 
field than the desire to consume a larger amount of goods. 
The social policy of private property is sound, if at all, 
because the craving to own wealth will lead men to sac- 
rifice consumption and take risks of complete loss in order 
to increase their property.^ The truth or falsity of this 
premise is not our present concern, but it seems worth 
while to point out some facts in connection with its appli- 
cation. 

Practically all forms of social economic progress repre- 
sent, as has been pointed out, different modes of increasing 
the procfuctive p^ef bf^b^Ty tlirougE ”the^ia5iS^^^ 

investment” of pre sent consmiption. These different 
ways are open, competing alternatives, quite (comparable 
generally speaking in quantitative terms. One jnay in v^^ t 
his pre sent good s in cre ati ng new eq uipme nt g oods (the 
conventional way, and type of all), or in find ing and (j^vel- 
oping ne\^natural^ or in devel oping klsLmmi ppr- 

sonal pow ers (or even to some extent those of other men), 
or in Inventing, or in im p ravmg business orgauizatinn^ .. ov 
m creating ne w social tastes and wants> The first two 
modeJ oT^m vestment give rise to new property ancTth is 
society, generally speaking, grants to the successful _in- 
vesfoFTh le^ simple md to his heirs ancrass igns~T()re ver. 
Tn^stment irPone^ own person likewise gives rise to 

' An accurate and exhaustive discussion of this point would have to 
distinguish between the motives of the entrepreneur and those of the 
owner who transfers the use of his property to an entrepreneur for a fixed 
return. 
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undisputed possession of the new capacities, but these are 
not permanent, passing out of existence with the end of the 
individuaPs owm active life. It would be interesting, if it 
were possible, to compare the attractiveness of these two 
forms of investment, for the effectiveness of control beyond 
one’s own lifetime as an incentive to investment is one of 
the principal issues in the theory of enterprise. We shall 
recur to this topic presently. 

The case of investment in invention is different ^ain. 
Here, d^ng toTlTe'T^ cost of indefinitely imirtlplying an 
idea, it is usually difficult to capitalize an increase in pro- 
ductive power. Society generally permits an inventor or 
his assigns to keep his idea secret as long as possible or 
to safeguard it in any manner. But this is so commonly 
imjjracticable and the social value of new inventions so 
manifest that the patent system has come into general use 
establishing and protec^ting by law a temporary, and rather 
short-lived, property right in the improvement. It is mani- 
fest that this is an exceedingly crude way of rewarding in- 
vention. Not merely do the consumers of the product pay, 
which is doubtless fair, but large numbers of other persons 
suffer who are prevented from using the commodity by the 
artificially high price. And as the thing works out, it is 
undoubtedly a very rare and exccj)tional case where the 
really deserving inventor gets anything like a fair reward. 
If any one gains, it is some purchaser of the invention or at 
best an inventor who adds a detail or finishing touch that 
makes an idea practicable where the real work of pioneering 
and exploration has been done by others. It would seem 
to be a matter of political intelligence and administrative 
capacity to replace artificial monopoly with some direct 
method of stimulating and rewarding research. 

The improvement of business organization and methods 
offers still less chance of securing any permanent gain, 
since the result is usually neither patentable nor capable of 
being kept secret. Yet this form of progress also represents 
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an investment of present wealth which could have been 
placed in fields yielding perpetual property rights. Surely 
there is no evidence of any unwillingness to make expendi- 
tures in this form of improvement, and the fact raises in- 
teresting questions as to the motives which actually oi>er- 
ate in inducing men to make the present sacrifices which 
promote economic progress. Expenditure in creating new 
wants can be made to yield a more permanent advan- 
tage through the use of distinctive brands and legal protec- 
tion of trade marks and trade names. Some of these, of 
course, become pieces of property of great value and ready 
salability. 

Remains, then, the final question of the relative im- 
portance as stimuli to save and invest, of property rights 
and the right to transfer such rights to other individuals 
or project control beyond one’s own lifetime. We cannot 
enter here at length into the question of inheritance. Still 
more than ownership in the strict sense, of which it is no 
essential part, inheritance rests on no conscious theory, 
but has simply happened. The attribute of inheritance 
more or less naturally inheres in personal effects where the 
family system exists, and it becomes transferred to pro- 
ductive goods as these increase in importance, while prop- 
erty in productive goods also enormously strengthens and 
isolates the private family sentiment. Voluntary bequest 
outside the family represents a later development and in a 
sense the reverse tendency. 

The ‘‘theory” of the rights of transmission and bequest 
is, of course, that they form an'iimportant element in the 
inducement to conserve and accumulate wealth. The 
writer is extremely skeptical as to the somidness of this 
view, but there are considerations which must give pause 
to any rash advocacy of fundamental change. The difficulty, 
again, is to suggest an alternative plan which seems work- 
able. The public confiscation of wealth at the death of the 
owner raises the question of what would be done with it. 
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For those who are dubious of the direct management of 
productive enterprise by public agency, a leasing system 
or sale at auction in exchange for income rights in the form 
of debentures or the like perhaps offer a possible way out. 
This is much like some of the suggestions of the Saint- 
Simonian school of socialists.^ Even then the practical 
problem of distributing the income among the people or 
of its public utilization gives rise to misgivings. 

Somewhat similar problems again arise in connection 
with the personal powers of individuals, which, as we have 
seen, obstinately resist generic separation from material 
goods in their economic bearings. Innate ability, in the 
sense in which there is such a thing, is inevitably hereditary, 
and nothing can be done about it except to modify the 
conception of the individuars property rights in his own 
powers. But culture in all its subtle significance, as well as 
education and training in their cruder forms, are also more 
or less transmissible and more or less subject to voluntary 
bestowal, and the factor of personal influence or “pull” 
can by no means be left out of account. The significance of 
control over these things is very great and would probably 
be multiplied rather than diminished in a society which 
abolished property in material things. It seems that real 
equality of opportunity, a true merit system, is hardly 
conceivable, and that no very close approach to such a 
consummation can be expected in connection with the 
private family. Plato, of course, recognized this fact, 
which most of his modern successors have a tendency to 
blink. 

The ultimate difficulties of any arbitrary, artificial, 
moral, or rational reconstruction of society center around 
the problem of social continuity in a world where indi- 
viduals are born naked, destitute, helpless, ignorant, and 
untrained, and must spend a third of their lives in ac- 

^ See also Alvin S. Johnson, ‘‘The Public Capitalization of the In- 
heritance Tax/’ Journal of Political Economy^ February, 1914. 
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qiiiring the prerequisites of a free contractual existence* 
The distribution of control, of personal power, position, 
and opportunity, of the burden of labor and of uncertainty, 
and of the material produce of social industry cannot easily 
be radically altered, whatever we may think ideally ought 
to be done. The fundamental fact about society as a going 
concern is that it is made up of individuals who are born 
and die and give place to others; and the fundamental fact 
about modern civilization is that it is dependent upon the 
utilization of three great accumulating funds of inheritance 
from the past, material goods and appliances, knowledge 
and skill, and morale. Besides the torch of life itself, the 
material wealth of the world, a technological system of 
vast and increasing intricacy and the habituations which 
fit men for social life must in some manner be carried for- 
ward to new individuals born devoid of all these things as 
older individuals pass out* The existing order, with the 
institutions of the private family and private property 
(in self as well as goods), inheritance and bequest and pa- 
rental responsibility, affords one way for securing more or 
less tolerable results in grappling with this problem. They 
are not ideal, nor even good; but candid consideration of 
the difficulties of radical transformation, especially in view 
of our ignorance and disagreement as to what we want, 
suggests caution and humility in dealing with reconstruc- 
tion proposals. 


THE END 
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